
No. 10  |  2009

Banking crisis resolution policy - different 
country experiences 
David G. Mayes, University of Auckland
  

Staff Memo



 
 
 
 
Staff Memos present reports and documentation written by staff members and affiliates of 
Norges Bank, the central bank of Norway. Views and conclusions expressed in Staff 
Memos should not be taken to represent the views of Norges Bank. 
 
© 2009 Norges Bank 
The text may be quoted or referred to, provided that due acknowledgement is given to 
source. 
 
 
 
 
Staff Memo inneholder utredninger og dokumentasjon skrevet av Norges Banks ansatte og 
andre forfattere tilknyttet Norges Bank. Synspunkter og konklusjoner i arbeidene er ikke 
nødvendigvis representative for Norges Banks. 
 
© 2009 Norges Bank 
Det kan siteres fra eller henvises til dette arbeid, gitt at forfatter og Norges Bank 
oppgis som kilde. 
 
 
 
 
 
ISSN 1504-2596 (online only) 
 
ISBN 978-82-7553-522-9 (online only) 



Banking Crisis Resolution Policy ‐ 
different country experiences  
Which elements are needed for robust and efficient  crisis 
resolution?∗ 
 

David G Mayes 
University of Auckland 

The current financial crisis has sparked an intense debate about 
how weak banks should be resolved. Despite international efforts 
to coordinate and converge on such policies, national policy advice 
and resolution practices differ. The resolution methods adopted in 
the Nordic banking crises in the 1990s are generally acknowledged 
to include important elements of “best practice”. But some of these 
lessons have proved hard to implement during the current crisis, 
and new policies have been developed as a response. The UK 
Special Resolution Regime has added important elements to the 
resolution “tool kit”. In the US, FDIC has used receivership 
powers to resolve several weak banks. Other countries have also 
introduced new resolution legislation. Still, unresolved issues 
remain. These are discussed below in the context of a review of the 
resolution methods in the US, UK, NZ and Scandinavia.  

                                                 
∗ I am grateful for the extensive advice and help from Arild J. Lund and Thorvald Grung Moe and 
to Bent Vale for comments. 
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1.  Introduction 
 
This paper deals with four main issues for crisis resolution of immediate relevance 
that have emerged as a result of experience in the present crisis. They are:  
 

1. how to intervene early enough to resolve problems before they become too 
serious 

2. how to take temporary government control should other resolution 
methods fail 

3. how to use a special banking bankruptcy law to ensure effective and 
prompt handling of problems 

4. how to manage ‘toxic’ assets, that is, assets with uncertain value. 
 

It tackles these issues by reviewing first how they have been addressed in course 
of the crisis and comparing this with experience in the Nordic crises. It then 
considers the implications for improving resolution policy. 
 

1.1  The main lessons from the present crisis 
 
The current crisis has provided a most unwelcome test of the ability of authorities 
round the world to handle distressed banks and in general most systems for 
handling these problems have been found wanting. This is particularly surprising 
as there has been a string of serious high profile financial crises round the world 
over the last 20 years, starting with the Japanese and Nordic crises and moving on 
to the Asian Crises in 1997 and the Russian crisis of 1998. Many of the lessons 
for intervention and resolution policies just do not seem to have been learnt even 
in the countries themselves. It is amazing for example that the Icelandic disaster 
could have been allowed to happen when the system was recognised as being 
seriously fragile and incapable of resolution within Iceland over five years 
beforehand.1 
 
Despite extensive attempts to ensure early action systems that protect the taxpayer 
both from direct loss from having to support the banking system and indirect loss 
from the collapse in economic activity following a financial crisis both have 
occurred and on an unprecedented scale, particularly in the US, UK, Netherlands, 
Belgium, Latvia and of course Iceland. While many other countries have avoided 
this, the main reason has been the lack of an adequately adverse shock rather than 
the quality of their crisis avoidance and crisis resolution systems. 
 
The key lessons from the crisis can be summarised as follows: 
 

• Prolonged periods of financial stability can lead to major underestimation 
of risks 

• Innovative products and opportunities will always offer unexpected 
                                                 
1 The paper by Benediktsson et al. (2004), one of whose authors was then Chief Economist at the 
central bank and is now the incoming Governor, made it very plain that already during the 
privatisation process three years earlier that Iceland had come close to a financial crisis because of 
the over-rapid growth of the main banks. 
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problems 

• The authorities tend to allow unsustainable pressures to build up because it 
is very difficult to call a halt to success – automatic stabilisers need to be 
developed to offset this  

• Intervention in individual banks tends to occur late requiring very rapid 
action – traditional capital triggers for action cut in too late and more 
qualitative triggers are needed 

• Modern banking and market structures can lead to drastic collapses in 
funding – while liquidity and leverage limits can offset this the authorities 
have to be able to move more rapidly 

• The extent and speed of contagion across the world to seemingly unrelated 
countries means almost all markets are affected within a short period 

• With modern internet banking, better public information and greater 
wealth traditional systems of depositor protection do not work – access to 
deposits needs to be almost unbroken and runs can be initiated much more 
readily 

• Extensive prepositioning is necessary for rapid action to be possible 
• A special resolution regime that allows the authorities to step in while an 

undercapitalised bank still has value lies at the heart of the ability to 
resolve problems cheaply and effectively 

• There needs to be an organisation that has a clear responsibility for 
resolving problems and a clear objective for how that is to be achieved and 
for its success to be assessable after the event – this implies some form of 
loss minimisation 

• Where cross-border banks are involved the problem can be a great deal 
worse as there is no one authority that has either the power or in some 
cases the resources to handle the problem with the same effectiveness as a 
national authority for a domestic bank – the system of cooperation among 
countries needs to be reformed to make this possible. 

 
This paper therefore proceeds in four steps. It reviews the lessons that were learnt 
in the Nordic countries in their crises in the late 1980s and early 1990s. It then 
considers what the main issues are now for the Nordic countries and Norway in 
particular before reviewing the regulation and experience of the US, UK and New 
Zealand. It ends by appraising what can be done at present both to insure early 
intervention while problems can still be addressed and corrected and to ensure 
speedy and cost effective resolution. Recommendations for action are set out. 
 

2. The Nordic Banking Crises and their resolution policies 
 

The experience in the Nordic crises has been well documented (see Moe et al., 
2004, for a clear narrative and Vale, 2009, for a summary) so it is not reproduced 
here. While there is plenty of scope to criticise the Nordic countries for their 
actions which enabled the crises to take place there is general acknowledgement 
that they did a swift and efficient job in resolving the crises. The choices were not 
the same in each country but they provide the best evidence among the advanced 
countries about what can be achieved in a crisis and have widely been regarded as 
best practice. Indeed in some respects they were too successful and have led 
people to believe that crises can be solved quickly and with little or no cost to the 
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taxpayer. Clearly that is true of some crises but obviously not of the present one in 
some countries. 
 
In the context of the particular areas of focus in this report: early intervention, 
temporary government control, the use of a special bankruptcy law and the 
management of toxic assets, the experience of the Nordic crises has four 
implications for crisis management policy and of course also the implication that 
more effort can advantageously be placed on crisis avoidance:  
 

• The first is that there will be a strong element of collective responsibility – 
not only will banks and their stakeholders be responsible for failing to see 
the emerging risks, even though they will of course argue that herding 
behaviour is an essential part of maintaining a competitive position – but 
the authorities will also bear some responsibility, both in their own eyes 
and in that of others. This will have twin effects – a reluctance to accept 
blame and a reluctance to impose penalties – unless responsibility for 
action can be transferred to some untainted or closely incentivised group 

• The second is that ordinary people will feel victims and that they are being 
harmed by something for which they should not be held responsible. 
Hence there will be strong pressure for the future taxpayer to pay 

• The third is that action will not have been taken early enough – by 
definition. If action were timely then there would be no crisis. Hence the 
costs will be higher and the necessary actions more drastic, with associated 
recriminations and enduring consequences 

• Lastly it is unlikely that the full import of the crisis will be realised in the 
early stages, hence treatment of the first few banks in trouble will be 
predicated on the expectation that it will be possible to turn things round 
without too much harm. There will thus be unequal treatment of creditors 
and debtors in similar positions across the crisis.2 
 

The joint impact of these four features on the design of the crisis management 
system is that it needs to reflect the likely range of pressures. The public will 
expect action by government (and in a democracy politicians will respond). 
Except for the more extreme cases it may be difficult to attribute very explicit 
blame to the banks. Action will be needed in a hurry so the authorities need to be 
very well prepared – this entails the existence of a considerable contingent 
capability, which people hope will turn out to be a waste of resources. It also 
implies very considerable prepositioning in terms of regulating the structure of 
banks and the detailed knowledge the supervisors/resolution agency have of their 
systems. 
 
When problems start it is very difficult to form a view of either whether the 
problems will be systemic and threaten stability or how deep any crisis might end 
up being. The normal presupposition is that people underestimate to begin with 
and then tend to switch to pessimism. It is slightly difficult therefore to work out 
whether the treatment of the first banks to get into trouble will be unduly lenient 
or harsh with the benefit of hindsight. For example the private sector insurance 
funds ran out of resources and had to be recapitalised by the government in both 

                                                 
2 There are of course counter-examples. In Iceland all the main banks failed within a couple of 
days so the full extent of crisis was immediately observable. 
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Norway and Finland. While funds exist there will be a strong temptation to apply 
the rules and allow a bank failure not least because it will act as an example to the 
others and encourage them to improve their position quickly. In the same way, 
however, it may be possible to broker a deal for the first few banks as other 
private sector institutions will still have funds and the precedent from a little 
government help may not appear important.  
 
Taken together the implication is that it is very difficult to design a system where 
the safety net will be able to operate without recourse to explicit government 
intervention and hence it is inevitable that there will be a degree of moral hazard. 
The best that can be done in the design is that it 
 

1. puts considerable emphasis on crisis avoidance 
2. cuts in early 
3. has substantial prepositioning 
4. offers a clear plan for rapid government intervention that will strongly 

encourage banks to find a private sector solution beforehand 
5. seeks to minimise the cost to the taxpayer. 

 
These facets are considered in the next four sections that cover each of the four 
topics in this paper for the Nordic crises, namely, early intervention, temporary 
government control, the use of a special bankruptcy law and the management of 
toxic assets. 

 

2.1  Early Intervention Provisions 
 
At the time of the Nordic crises, most countries, other than Denmark, which had 
acted earlier, were in the process of introducing required capital buffers along the 
lines set out by the Basel Committee, whose initial proposals for an 8% capital 
requirement were promulgated in 1988, with a view to being fully implemented 
by the end of 1992. In the US and other countries with clear requirements for 
early intervention, capital ratios are the proximate triggers for intervention by the 
authorities in problem banks. It is not surprising therefore that the Nordic 
countries lacked such clear triggers for action at the time of their crises. Even 
now, with the much more complex capital requirements of Basel 2 embodied in 
the Capital Requirements Directive, most European countries and the 
Nordic/Baltic region among them operate with ‘soft’ triggers based on 
supervisory information, parts of which are necessarily qualitative.3 As a result it 
is both difficult to elaborate any clear intervention points in advance of problems 
and to act with good authority when the time comes. Banks and politicians will 
debate whether specific actions are needed or warranted hence undermining the 
certainty of government intentions. Such debates, as illustrated by the TARP 
proposals in the US, can be an important contribution to a loss of confidence.4 
 
Such mechanisms as did exist at the time of the Nordic crises were not 
particularly early acting or informative about the condition of banks. The main 
banks in Finland that required intervention during the crisis had all been 
                                                 
3 In Norway some of the capitalization triggers were quantitative. 
4 TARP stands for Troubled Asset Relief Program, introduced by the US Government in 
September 2008 to help struggling banks. 
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compliant with compulsory capital ratios and other regulatory requirements at 
their previous annual assessments only months before they had to seek support 
from the central bank. (An experience repeated in many countries in the present 
crisis even with tougher capital triggers.) 
 
In any case it is not clear how extensive the intervention powers of the authorities 
were. One of the simple problems is that banks have to meet a set of conditions 
for registration. If some of those conditions, such as capital adequacy, cease to be 
met then the registration can be withdrawn. This is often described as the nuclear 
option. What is required is a set of powers that can be applied with increasing 
severity as soon as there is any hint that the bank is in danger of becoming non-
compliant let alone that it does. These need to help rectify the problem not put 
increasing burdens on the bank.5 Even for a small bank the option of licence 
withdrawal is only likely to be exercised if no other options are available, because 
it will result in the cessation of trading and proximate failure and liquidation. But 
showing the willingness to exercise closure helps reduce moral hazard. Moreover 
it will be the authorities that have pulled the trigger rather than the bank being 
unable to meet its commitments. In the case of a large bank it is not a feasible 
option as any rescue strategy will involve keeping its vital functions operating. 
 
The need for early intervention and particularly the legal basis for being able to do 
so became apparent and new legislation was passed. In Norway in particular the 
ability to take increasingly severe action as capital values declined and ultimately 
take a bank over when its share capital value had reached zero was introduced, 
along with measures that enabled changes to take place more rapidly. 
 

2.2  Mechanism for Temporary Government Control 
 
On the whole in the Nordic crises governments tried to avoid outright 
nationalisation of the banking system. However, in a systemic crisis there are few 
eligible buyers for the main banks. Hence, in Norway the three largest banks 
eventually ended up being state owned, before being progressively sold off. Both 
Sweden and Finland made capital injections in the banks of a form that could be 
turned into equity to give the countries control should the existing shareholders 
not develop the bank in a satisfactory manner. Not surprisingly these loans were 
repaid at the earliest opportunity.6 This incentive was deliberate. The governments 
did not wish to become owners of the banks if this could be avoided but needed to 
find a means of rapid recapitalisation. In the short run this is effectively a bailout 
for the shareholders and it makes wiping them out later, rather than simply 
diluting their holdings by the loan to equity conversion, more difficult. It also 
means that the taxpayer is excluded from benefiting from any upside gain as the 
banks recover, except to any extent that the loan was at above market rates. 
 

                                                 
5 It would not make sense to fine a bank for breaching capital requirements in these circumstances 
as that would merely accelerate its demise rather than its recovery. 
6 Nordbanken in Sweden was largely state owned and had only been partly privatized a few 
months before the crisis struck. The Swedish government bought back the shares and also 
nationalized Gota Bank. Even now the Swedish government still has a 20% stake in Nordea as a 
result of its shareholding in Nordbanken which was one of the original partners in Nordea. The 
Norwegian government still owns a third of DnB NOR. 
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The interesting case in Finland was Skopbank that acted as a central institution for 
the savings bank system,7 as Suomen Pankki, injected equity into it, sent in its 
Head of Financial Markets to run the bank and set up two asset management 
companies, which it capitalised, to handle the impaired assets. Normally central 
banks look to the government to provide such financing directly but in a crisis 
rapid action is required. In the UK as discussed below there was a clear tripartite 
MoU between the Bank of England, the FSA and the Treasury so that roles would 
be clear. Normally central banks will only provide collateralised emergency 
lending for a short period of time, at above market rates and with careful haircuts 
to institutions that are thought solvent. 
 
All three countries had to set up special government agencies to run the 
government stakes in the financial system. In the Finnish case it was the 
Government Guarantee Fund (Valtion vakuusrahaston valtuusto), which took over 
Skopbank from Suomen Pankki after 6 months but only evolved into a full 
government agency with independent capacity the following year. (This agency is 
now in permanent existence and can act if needed.) The asset management 
companies remained with Suomen Pankki. 
 
The Swedish government acquired first Nordbanken and then Gota Bank, as 
losses mounted. They too needed a special (Bank Support) Act 1992 to do this. 
This created the Bank Support Agency (BSA) (Bankstödsnämnden). In the two 
cases where the BSA took control it used the good bank/bad bank technique in 
resolution setting up Securum and Restiva respectively for Nordbanken and Gota 
Bank.8 The Swedish government also used guarantees. Clearly such guarantees 
are a lower cost route in the short run as they are contingent liabilities and if the 
capital in banks does not actually run out then they will be costless. Indeed in the 
present crisis, countries such as New Zealand who make their banks pay for the 
guarantees, as they would for other insurance, will actually make a profit on the 
transactions if there are no claims. If guarantees do not succeed in avoiding the 
need to call for actual capital it is no longer clear that the cost will be lower than 
providing actual capital in the first place, especially if the degree of influence that 
can be exercised over the management of the bank is different in the two cases. 

 
In Norway, the arrangement also evolved. The private deposit insurance funds ran 
out of resources, so a Government Bank Insurance Fund was established that dealt 
with solvency concerns while Norges Bank handling liquidity concerns.9 The 
Government Bank Insurance Fund provided loans to the private bank insurance 
funds to enable them to handle payment of insured deposits and other support 

                                                 
7 The individual savings banks were generally rather conservative institutions operating in local 
areas and raising funds through deposits and making local loans principally on mortgage. The 
central institution provided them with access to wider markets. Unfortunately, partly in response to 
deregulation, Skopbank both raised funding abroad and made a number of high risk loans in areas 
in which it had no prior experience and hence exposed the whole savings banking system to risks 
the members had not expected. 
8 It is worth noting that it was the bank that was saved and not the holding company, Gota AB, 
which was placed in insolvency. This approach is similar to that used in the US where it is the 
banks that are subject to the special resolution regime. Ordinary corporate law and hence 
insolvency applies to holding companies even though bank holding companies are supervised by 
the Federal Reserve. 
9Norges Bank initially provided subsidised loans to the banking system (Moen, 2004) but made a 
loss on a loan advanced to a bank that failed.   
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including investment. When outright ownership was required a Government Bank 
Investment Fund was set up although this was smaller than the Insurance Fund.  
 
One issue raised in the parliamentary commission inquiry after the event 
(Storting, 1998) is how the value of the shares in a bank to be taken over (by royal 
decree) should be evaluated. In the UK, following precedent, the value is 
estimated by an independent body under the Banking Act 2009 10 and this was the 
recommendation by the parliamentary commission in Norway. However, in the 
event the commission confirmed that the value of zero for the shares, estimated 
for Fokus Bank and Christiania Bank at the time of takeover, was correct. This 
issue of valuation is one of the most difficult in deciding what to do over a bank in 
difficulty. Whatever form of intervention is used, whether by the private or public 
sectors, a reasonable assessment of the value of the total assets and liabilities is 
required. There is probably not time for full due diligence and in any case many of 
the asset values will be changing by the day.  
 

2.3  The Use of Special Bankruptcy Law 
 
With the exception of Norway, the Nordic countries did not in effect have special 
laws in place for handling the bankruptcy of banks rather than other financial or 
commercial institutions but the supervisory authorities did have powers to end the 
registration of banks and to apply to the courts to have banks closed. However, 
Sweden introduced such a law as the crisis got underway, although powers were 
terminated after the crisis. Even in the case of Norway, which did have a special 
law in place for the public administration of banks, the exceptional measures that 
were taken in stepping into banks and wiping out the shareholders on the grounds 
that the value of the shareholding was zero, required special provisions to be 
added to the law during the crisis to give the Crown the power for such 
intervention in order to prevent the shareholders from delaying the restructuring.11 
Sometimes the authorities are able to make use of provisions in a crisis that come 
as a surprise, as there has been no occasion to use them in this manner before. 
Indeed in some cases, when the law was drawn up, the intention may well have 
been different. (See the discussion of the use of so-called anti-terrorism legislation 
in the case of the UK in the present crisis below.) 
 
This inability to intervene explains much of the methods that were used, either in 
open bank assistance or in assisted merger with other institutions. The key point 
worth noting, however, was that the degree of inhibition from intervention was 
limited. The important consequence lay in the distribution of losses, which in 
Finland was rather less towards the shareholders and more towards taxpayer than 
it might otherwise have been. The ability of the banks to recover and the role of 
the government as an owner of Nordbanken meant that the ultimate losses to the 
taxpayer were limited as the government participated in the upside. Clearly an 
estimate of the relative losses from the different procedures would be all but 
impossible to achieve as it would require not simply a recomputation of the 
                                                 
10 It was also required under the Banking (Special Provsions) Act of 2008 that was used to 
nationalize Northern Rock and the mortgage side of Bradford and Bingley before the 2009 Act 
came into force. 
11 The Swedish provisions made it rather easier for shareholders to challenge the attempt to write 
down their shareholdings. 
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theoretical prices that would have been paid at different junctures but a judgement 
of how the banks would have been run had the management been different. 
 
Norway found the ability to step in and write down capital particularly helpful, as 
it provided the government with participation in the upside.12 
 

2.4  Management of Toxic Assets 
 

There is still a major debate about how to handle impaired assets. In the present 
crisis the scope of impaired assets has increased substantially. In the Nordic crises 
the normal problem was non-performing loans not problems with derivative 
instruments such as CDSs or ABSs. Nevertheless the problem is the same. One 
can only estimate what the likely default rate and loss given default is likely to be. 
The actual values are only known when all of the loans have been worked 
through, often many years after the event and even then they are dependent on the 
owners’ decisions about when to sell or restructure. While the bank itself is likely 
to have the best estimates of these rates, any purchaser, whether private or public 
has to form a view. 
 
It is generally accepted that the most important element in solving a crisis is to 
identify the losses quickly and allocate them. Until that is achieved counterparties 
will always be cautious and markets will not function properly. As the present 
crisis has illustrated vividly potential purchasers can simply stay out of the 
market. The problem is not that it is impossible to judge whether a bank is 
currently solvent but simply that the risks of it becoming insolvent because of 
hidden or unrecognised future losses is too great. In the Nordic crises the 
authorities were quick to decide which way to go and as a result uncertainty for 
depositors and counterparties was reduced to manageable levels early on. Clearly 
there was a limit to what could be achieved as it remained debatable how the 
economic downturns would work out and hence how large the extent of further 
losses might be. No decision on asset management short of wholesale 
nationalisation of the banking system would have altered that outcome. 
Nevertheless because crisis management both of the financial and the economic 
crisis was prompt the economic downturns were not longlived and the resulting 
recovery was clear, not a prolonged sluggish period as characterised the Japanese 
crisis or the Great Depression. However, external conditions were favourable so a 
combination of low interest rates and the exchange rate deprecation led to strong 
export growth. 
 
The basic choice in trying to handle such unknown impaired assets is whether to 
support the bank as a whole to the extent that the problem goes away or to strip 
out the impaired assets and place them in a ‘bad bank’, then recapitalising the 
remaining good assets in a ‘good bank’. In the Nordic crisis Norway only did the 
former, while Finland and Sweden both used asset management companies for the 
bad assets, thereby aggregating the bad assets from the different banks that 
required assistance. They did not offer an opportunity to banks that were sound to 
offload their impaired assets in any equivalent of a TARP in order to boost their 
quality but only as part of a wider package. 

                                                 
12 Although there was a challenge over whether shareholdings had been undervalued. 
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The main argument advanced in favour of the good bank/bad bank split is that the 
recapitalisation can be concentrated on the good and readily valued assets, leaving 
the problem of how much the impaired assets are worth and what can be 
distributed to the claimants until later. It is still the case that someone has to bear 
the contingent loss. The norm is to make the shareholders bear the first loss and 
then let the new purchasers bear any subsequent loss. Part of the issue relates to 
the ability to handle the remaining claimants fairly. Leaving the assets in the bank, 
however, enables the bank to manage its portfolio more effectively. A good bank 
can start new lending activities and organise more extensive workouts than a bad 
bank where the point of the exercise is to exit the business with as much value as 
possible. 
 
The Norwegian approach of writing down the shares of the existing bank – to zero 
if that is what an audit showed, as with the 3 largest banks13 – has the advantage 
that those primarily responsible bear the first loss but then difficult issues about 
handling further losses among the remaining claimants is avoided. Although some 
sort of guarantee is usually needed against further loss. The problem is how to 
write down claims while continuing to allow the bank to operate on a going 
concern basis. During the banking crisis this could only be done with equity. After 
the crisis the law was changed so that now the authorities can also write down 
subordinated debt. This is very different from the position elsewhere, where the 
attitude to capital buffers has changed markedly. Normally it is only Tier 1 capital 
that can actually be used up where the firm is allowed to continue in business and 
Tier 2 capital, effectively subordinated debt, can only be used if the bank is 
allowed to fail. Most countries are therefore discussing making the Tier 1 capital 
requirement larger and indeed perhaps making it the sole requirement to meet the 
8% minimum so that failures through capital erosion become less frequent. If Tier 
2 capital can actually be used as is the case in Norway then this additional 
requirement may be unnecessary.14 There are of course many other routes for 
obtaining hybrid capital that can be treated like equity once ordinary equity is 
exhausted and indeed proposals for having contingent capital that is only called on 
when the survival of the bank is threatened.15 
 
The key issue here however is about the extent of recapitalisation that is required 
to give confidence to the counterparties of the continuing entity. With the implicit 
or explicit government backing this is unlikely to be a problem unless the 
potential debt level is unbelievably high compared to GDP. 
                                                 
13 The shares could only be written down in this manner if at least 75% of equity had been lost. 
14 In part the problem is the purpose of the capital buffer. If the point is to provide sufficient 
cushion that the bank can survive long enough until it can be recapitalized then traditional Tier 1 – 
equity capital is the appropriate concept. If it is simply to cushion the deposit insurance fund 
against loss but that it is acceptable for the bank to close then current Tier 1 plus Tier 2 is 
appropriate. The Norwegian (and Danish arrangements) are somewhat different as intervention is 
still needed but subordinated debt can be used even though the bank is not closed. If equity capital 
is exhausted but wiping the shareholders out is not sufficient to reduce the losses sufficiently for a 
new owner to buy the bank and recapitalize it up to the required regulatory levels, the authorities 
can also write down subordinated debt until that point is reached. This needs special legislation so 
that this provision is included in all sub-debt contracts. Otherwise the subordinated debt holders 
will simply be residual claimants whose claims cannot be satisfied without an insolvency. 
15 These contingent capital ideas are not fully thought through yet as there is a danger that when 
the capital is actually called for the suppliers will be unable to oblige because their own balance 
sheets will have deteriorated. 
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Ostrup et al. (2009) are very critical of the valuation and transfer methods used in 
the transfer of impaired assets from Nordbanken to Securum. First of all 
Nordbanken chose what assets to unload and passed over a number of loans to 
SMEs that were not impaired at the time but likely to pose difficulties in the 
future. This resulted in a number of ‘unnecessary’ bankruptcies as Securum’s task 
was to wind down the loan portfolio and not to grant new loans to such SMEs 
even if they continued to perform.16 Secondly, the transferred assets were 
generously valued: assets with a book value of 67bnSEK were transferred at a 
value of 60bnSEK although the eventual sale value was only 33.3bnSEK.17 Thus 
as in Japan, the use of a bad bank can be simply a different means of providing 
support for a troubled bank but one where the extent of support is less transparent 
at the time. 

3. Resolution issues today  
 

3.1  Requirements for an efficient and effective crisis 
resolution regime 
 
A  The regime has to be able to cover the full range of problems 
An intervention and resolution regime has to be able to handle problems along 
two dimensions – size and speed – as well as across borders. This implies a range 
of techniques and powers. Typically authorities are faced by the failure of small 
banks in a world where the system as a whole is healthy. Such a system needs to 
have a clear incentive structure for prudential behaviour on the part of banks and 
for private sector solutions before the authorities need to get involved. More 
major problems require state involvement, if only to give reassurance that the 
problem will be spread over a number of years and over more of society if the 
concentration of expected losses might lead to a loss of confidence in the system. 
Having these dichotomies imposes its own problems as most large crises start 
small and with the authorities hoping they are small. The knowledge of this likely 
transition makes it difficult to avoid the moral hazard where each bank thinks it 
likely that in the event of a problem it will be part of a system-wide difficulty and 
hence is less inclined to take special provision against the risks. 
 
B  It needs  to be able  to handle any  individual bank  in a manner 
that will not trigger a more general crisis 
The decisions about individual institutions without overtones of systemic 
contagion should be entirely technical and predictable. When they have to be 
taken in a hurry the range of options will be much smaller and techniques such as 
bridge banks or temporary public ownership may be required while an orderly 

                                                 
16 There were other difficulties in this good bank/bad bank split as the staff needed to be split 
between the two organizations, leaving Nordbanken with few staff used to managing poorly 
performing loans. 
17 Ostrup et al. (2009) combine the official 50bnSEK valuation of the assets with the 10bn capital 
infusion given to Nordbanken to get a full measure of the extent of the subsidy. They claim that 
without this effective subsidy of over 30bnSEK, Nordbanken would have failed and that its 
competitors, who were also struggling with their own bad loans at the time were materially 
disadvantaged. 
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solution that will endure is worked through. Furthermore, the system needs to be 
constructed in such a way that the boundary of what constitutes a systemic 
problem is pushed as far out as possible. Ideally it should be able to handle any 
individual bank however large outside a general crisis. Even within a general 
crisis it should be clear what the intervention and exit strategy of the state is going 
to be. A major lesson re-emphasised by the present crisis is that where the 
authorities are unprepared there is no real alternative to open bank assistance even 
if the authorities are able to exert some control over management and those 
responsible for mismanagement can be relieved of their jobs. 
 
C  ‘Too  Big  To  Fail’   should  be  an  outdated  concept,  the  system 
should  have a means of allowing functions vital for financial stability 
to continue while permitting ‘failure’ 
One stumbling block is the concept of ‘too big to fail’. Because of difficulties in 
handling large institutions some governments have found themselves having to 
offer open bank assistance rather than make the shareholders bear the full extent 
of the loss. In a concentrated system it is difficult either to let a major bank fail or 
to find a likely partner for it that does not result in even more unwelcome 
concentration. Stern and Feldman (2004) argue that it should be a duty of the 
resolution agency, the FDIC, (or the Federal Reserve) to spell out how all banks 
can be resolved if they cannot recapitalise adequately. If this is not possible then 
the bank needs to be split up.18 Such a scheme might work for large countries but 
it is problematic for small countries where the banks may be large or have large 
market shares because they are part of the wider international market, particularly 
in Europe. There is much dispute about the minimum efficient scale for the 
modern bank in the Nordic-Baltic region (Koskenkylä, 2002) but it appears to be 
larger than an oligopolistic share of the markets in the smaller countries. Even in 
Sweden the large banks are such that merger or purchase would be difficult. 
 
With modern resolution techniques, ‘too big to fail’ means ‘too big to stop 
trading’ not literally that the bank cannot be removed from its current owners, 
turned into a bridge or even nationalised. The key requirement is that there should 
be continuity of the principal functions that are thought necessary for stability. 
This includes the banking operations and trading operations where the bank is key 
to the good functioning of the market. 
 
D  The market  for  corporate  control has not worked well making 
private sector solutions more difficult than hoped 
One clear feature of the present crisis has been that the market for corporate 
control has not worked well. Not only has it proved difficult to sell troubled banks 
but some of the deals done not long before the crisis broke have themselves 
contributed to the problems. The government has thus ended up as investor of last 
resort.19 In a crisis, the rest of the banking system is unlikely to have the resources 
                                                 
18 The Bank of England has been advancing a similar argument, suggesting that all such banks 
should prepare a ‘living will’ that sets out how they can be resolved in the case of failure. 
19 As clearly explained by Wall (2009) the crisis avoidance mechanism has three pillars: macro-
prudential oversight, micro-prudential supervision and market discipline. What has been shown 
very clearly in the present crisis is that market discipline has not worked as expected, in part 
because existing shareholders/management were unwilling and potential purchasers unable to 
respond to the clear share price and related signals. A second explanation that has been offered is 
that there is a herding problem and hence people have been prepared to take a heavily leveraged 
bet on ever-increasing prices because there appears little downside to such bets. 
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to purchase the troubled banks, even though their market values may be at a 
substantial discount. A straightforward case to consider is that of Barclays, one of 
the large banks in the UK, which managed to survive without government 
investment. Barclays raised capital from Middle Eastern sources – not actually a 
sovereign wealth fund. After less than a year the investor could sell out at a 
considerable profit.20 The poorly operating market is the cause of the discount; the 
question is who should benefit from it.21 
 
E  Government  intervention  to  correct  this market  failure  needs 
to ensure that taxpayers can share in the benefits of the recovery and 
not just in the losses 
There is a strong temptation to argue that the state should take the opportunity of 
the downturn to invest on the taxpayers’ behalf, i.e. that it should make sure that 
when it has to invest in the interest of maintaining financial stability that it opens 
itself up symmetrically to all of the upside gains as well as downside losses of the 
risks it is taking. Like any sovereign wealth fund, it should respond to the 
opportunity to purchase underpriced assets when markets cease to operate 
efficiently.22 It appears from Moe et al. (2004, Appendix B) that the Norwegian 
investments represented a gain for the Norwegian taxpayer by 2001 even after 
allowing for discounting.23 Certainly it appears sensible for governments to 
choose a form of investment that allows them to participate in the upside of the 
process and not simply the downside. Deals such as Bear Stearns that involve both 
loans and an agreement to bear secondary losses move completely in the opposite 
direction. If more general, voluntary, investment is used in addition to the 
emergency intervention then the taxpayer has a much better chance of lower 
losses and possibly even gains from the process of restructuring. Clearly 
management of such commercial investment decisions and portfolios requires a 
separate and differently tasked fund from the sort of Government Investment 
Fund that is set up to manage the emergency investments.24 
 
F  In this crisis the market failure has extended  beyond  individual 
banks  and  into  financial  markets  so  the  same  arguments  apply  to 
government intervention there 
However, while one might argue that banks are a special case as their problems 
have to be resolved, the argument can be applied generally. If the government, or 

                                                 
20 HSBC also did not require public sector assistance it was the best capitalized of the UK banks 
and managed to raise funding from traditional sources despite the difficulties in the market. 
21  Of course the example of those investors who have made heavy losses in supporting banks, 
which have turned out to have much greater losses than anticipated will not have helped encourage 
others. 
22 It certainly assists the political acceptability of government intervention if it can be shown that it 
sometimes provides a gain for taxpayers. 
23 There is of course a difficult decision to be made over when to sell. Insofar as it is simply an 
emergency injection, then the implication is that the holding should be sold as soon as the market 
is functioning well again. However, to make the full gains one might argue that sale should be 
delayed until bank shares have started performing normally again – not a concept that is readily 
defined. In any case selling all at one time might well distort markets. 
24 Norway already has such a sovereign wealth fund to manage the excess proceeds from oil 
revenues but this can be applied in any country that wishes to manage the time mismatch between 
revenues and claims. The New Zealand equivalent is the Superannuation Fund that is steadily 
building up assets for the period when the dependency ration will be much more unfavourable in 
the future. There is an obvious management problem when the funds holdings in the market are 
sufficiently large as to affect market prices. 
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rather its professional advisors, feels that stock prices are clearly undervalued and 
the market is not functioning well then there is a case for public sector 
intervention even if the funds used effectively have to be borrowed.25 Thus in 
order to support government investment in underpriced bank shares alone in a 
crisis one has to be able to argue both that it is possible for a government-backed 
fund to recognise under-pricing and produce a reason why this should not be part 
of general government inspired wealth management on behalf of society. The 
Hong Kong authorities were successful in the 1987 market crash in investing the 
share market more generally, thereby preventing some of the problems of debt-
deflation that otherwise occur when deleveraging requires the sale of assets at a 
time when their prices are temporarily depressed. 
 
It is worth noting finally that having an ineffective regime itself contributes to 
creating a crisis. It is arguable that by failing to have workable early intervention 
and resolution regimes countries have not simply turned problems into crises (as 
with Northern Rock for example) but have made the chance of crises emerging 
much higher. Not only have some banks been allowed to take on positions that 
were clearly irresolvable, such as Glitnir, Kaupthing and Landsbanki, but others 
have been able to become seriously over-leveraged, Fortis and RBS, for example. 
In a properly functioning system, the intervention and resolution rules should on 
the one hand dissuade banks from over risky actions and on the other encourage a 
change in ownership if banks underperform, thereby reducing the chance of the 
drift into problems or high risk strategies to turn the bank round. Thus what will 
be done in resolution of itself encourages prudence if the outcome is likely to be 
no public financing, the wiping out of shareholders and junior debtholders and the 
firing of management.26 

3.2  Issues for the four problem areas 
 
Within the four headings of – early intervention, temporary government 
ownership, special resolution regimes and the treatment of toxic assets this section 
addresses three main conundrums that authorities face: 
 

• Withdrawing the bank’s licence is a ‘nuclear option’ - the bank is closed.27 

With a large bank it is usually essential and with a smaller bank often 
                                                 
25 Just such a debate is taking place in New Zealand in regard to the Superannuation Fund. The 
extent of the fiscal deficits from the present crisis are sufficiently large that the government has 
halted the process of borrowing for new investment. However, the opposition (which started the 
fund when in power) is arguing that now is an excellent opportunity to invest so as to recoup some 
of the losses the fund made when stock markets dived across the world. 
26 The line of argument is the same as is applied in the Excessive Deficit Procedure in the EU’s 
Stability and Growth Pact. If a member state is insufficiently prudent in good times in structuring 
its fiscal policy against downside risks it will have to make the adjustments when the economy is 
performing badly and the experience will be much more unpleasant economically and politically. 
The procedure thus has both deterrent and corrective qualities. The drawback is that also like the 
SGP it faces a time inconsistency problem, when the difficult times actually occur then the parties 
suspend or alter the Pact. If that is known in advance then its deterrent effects only idiosyncratic 
problems and not when the problem is system wide. 
27 While like any nonfinancial company a bank is normally worth more as a going concern, the 
consequences of closure even for a short period of time are much more catastrophic than for most 
non-financial companies except those providing ‘essential services’. All its network of transactions 
and contracts will start to unwind and the basis for doing business will disappear. This is not easily 
recreated.  
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more efficient that the main banking operations continue uninterrupted but 
this needs to be achieved without open bank assistance. Thus a legal 
arrangement has to be found that on the one hand takes the bank away 
from its existing shareholders’ control but on the other does not interrupt 
its vital operations28 

• The key to getting the system going again is the removal of uncertainty 
about where the losses are. Yet it is impossible to value assets rapidly and 
accurately. How can the government solve this without acquiring all the 
losses and leaving the private sector to reap the benefit if assets turn to be 
worth more than originally thought? 

• To be able to react fast enough particularly for large banks extensive pre-
positioning is required. Thus considerable effort and costs have to be 
expended to prepare for something that may not happen. The need is 
particularly great in the case of being able to allow depositors almost 
uninterrupted access to their accounts in the event of a failure. If that is not 
expected then trouble will lead to a run. 

 

3.2.1  Avoiding the nuclear option 
 
When a bank fails the authorities have an obligation to minimise the losses to the 
creditors and to the taxpayer. However, in many countries that obligation is rather 
vaguely expressed or forms part of a series of obligations involving the 
maintenance of stability so the exact requirement is not clear. (We explore this in 
more detail in the next section by looking at the cases of the UK, US and New 
Zealand.) If a bank is small it is likely that all such obligations will be met simply 
by closing it promptly before it runs out of capital completely. This intervention 
requires a fine balance. All options for a private sector solution agreeable to the 
shareholders and the authorities need to have been exhausted before the 
authorities can reasonably step in. However, banks, like other companies, are 
usually worth more if they can be sold as a going concern rather than simply 
being liquidated. In the case of banks there are some particular concerns. 
 
One is related to the paying out of insured depositors. The bank’s computer 
systems need to be kept running to identify the ‘claimants’29 readily and if the 
bank’s position in the payments system can be maintained then account holders 
can wind down and transfer their balances in an orderly manner or the authorities 
can organise it for them probably by transferring the balances to an alternative 
service provider. In the easiest case this new provider simply takes over the 
relevant computer systems and knowledgeable staff along with sufficient physical 
outlets to make the transfers. (Clearly this is easiest for an internet bank – the 
website merely has to continue operating.) In the US one easy alternative exists 
which does not in many European countries, namely, the deposit insurer can mail 
each depositor a cheque to cover their insured deposit, with which they can open a 

                                                 
28 In Norway, for example, if a failing bank is placed in administration it is automatically closed 
out of the payment system so the administrator does not have effective access to bridge bank or 
other techniques that allow the bank to continue uninterrupted. 
29 With good prepositioning it may not be necessary for the depositors themselves to register a 
claim. The authorities should be able to identify the depositors and the extent of their insured 
deposits from the bank’s systems. It is only where some of the deposits are not insured or in the 
event of an error that the depositor needs to register a claim or indeed to repay any excess refund. 
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new account in another bank. In countries where cheques no longer exist it is 
more difficult to arrange an instant payout without the depositor providing 
notification of the new account details. Where there is a state-owned ‘post bank’ 
or similar entity a temporary account could be opened for each depositor. Indeed 
all depositors could be given shadow accounts that are only activated in the case 
of bank failure. Most other solutions are likely to contravene competition law 
requirements unless service providers can bid to offer this facility for the deposit 
insurer. 
 
However, these practical concerns for small banks are trivial compared to the case 
of large banks where the process of transfer from the original shareholders to a 
new ‘owner’, be it the state or another bank, has to be achieved without triggering 
any closeout clauses. It is thus not just a matter of a seamless physical transfer but 
a non-disruptive legal transfer as well. If straightforward nationalisation is to be 
avoided, even if the consideration paid to the existing shareholders is zero, this is 
difficult to organise. Before the bank gets to the point of closure it remains under 
the control of the shareholders, even if the management’s actions are being 
heavily constrained by the supervisors. The problem is how the supervisors can 
actually get control of the bank without simply withdrawing the licence or placing 
it in administration where either of these represents the nuclear option. 
 
It appears that in the US, UK and New Zealand legal routes exist to avoid this 
outcome. In New Zealand the authorities require the bank to be structured in such 
a way that there is no material break in the bank’s payments, and the bank is open 
for business the following morning under the control of the authorities (a statutory 
manager) after having written down the claims on the bank far enough that it is 
again adequately capitalised and guaranteed against further loss while in statutory 
management. However this arrangement has never been used so both its 
practicality and legal certainty remain to be verified. All the systemically 
important banks are Australian owned and the Australian authorities appear 
sceptical about the success of this arrangement. They view their own scheme of 
statutory management as being a ‘closed bank’ resolution method. The New 
Zealand scheme certainly involves very extensive prepositioning. 
 
In the United States, if the failed bank is closed and transferred immediately to 
either another provider or to a bridge bank under the Federal Deposit Insurance 
Corporation (FDIC) control then the law explicitly provides that this shall 
constitute continuity and closeouts will not be generated. There is not likely to be 
a rating downgrade that could act as a trigger, although one could be applied to 
the acquirer, something they would no doubt bear in mind when deciding whether 
to bid for the deal. It appears from the Banking Act 2009 in the UK that a similar 
ability to transfer without closeout exists. 
 
If we compare this with the position in Norway under the Guarantee Schemes Act 
of 1996, the position is mixed. On the one hand there is a clear route to take over 
by the authorities (nationalisation) if an audit reveals that the existing equity has 
been lost, as was used in the previous crisis described in Section 2. The 
supervisory authority (Kredittilsynet) can under chapter 3 of the Act intervene if it 
believes that the bank may fail to meet its commitments or capital requirements or 
if it believes there will be losses or a loss of confidence large enough to ‘weaken 
or threaten the institution’s financial position’. In these circumstances it can 
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convene a shareholders’ meeting rapidly, alter the composition of the board and 
demand an audit in addition to taking a range of unspecified measures to make 
sure that management do not worsen the position of the bank or the prospects of 
the creditors. 
 
There are then three possible outcomes depending on the audit:  
 

• If the audit reveals only limited problems then there is no requirement for 
further action 

• If it reveals ‘substantial’ loss of equity or a fall in share or total primary 
capital of more than 25% since the last annual accounts then the 
shareholders meeting must decide whether they can continue – subject to 
supervisory approval – or whether they should transfer the whole business 
to other financial institutions. The alternative is closure 

• If only 25% or less of the share capital is intact the share capital must be 
written down accordingly. The Crown can also require a new subscription 
for shares if it thinks the bank should continue to operate and can specify 
who is eligible to subscribe to these shares. Hence it is possible for the 
Crown to take over the bank at this point. Furthermore if the share capital 
has been totally eroded the Crown can also write down the subordinated 
debt.30 

 
The problem in the Norwegian case would be if this process were too slow. In 
which case Chapter 4 of the Act would apply and the bank would need to be taken 
into public administration. Although the administrator can conclude that the bank 
should resume operations, after appropriate reorganisation, initial closure will 
have occurred. Even rapid audits are not instantaneous. If a bank is in serious 
trouble it may fail before the audit comes through and the shareholders meet.31 
The difference between triggering chapter 4 rather than chapter 3 is the degree of 
certainty. If Kredittilysnet ‘has reason to believe’ that an institution is unable to 
meet its liabilities as they fall due or meet its capital adequacy requirements or 
that some of its assets and incomes do not cover its liabilities then Chapter 4 is 
triggered and the bank has to be placed in administration if a way of recapitalising 
it cannot be found. 
 

3.2.2  Valuing assets 
 
The audit of the bank should include a valuation of assets following normal 
standards. If this is undertaken when markets in general are functioning normally 
then the valuation could be reasonably accurate and avoid fire sale characteristics. 
However this is no longer true in a system wide crisis. In part this can be 
addressed by a change in accounting practices to give longer term valuations but 
where assets are impaired it may be very difficult to assess either the chance of 
default or the likely loss given default. 
 

                                                 
30 There was a transition period to protect existing subordinated debt contracts but now all such 
contracts have to comply with this provision (and will be priced accordingly). 
31 If the audit reveals only moderate problems so the capital cannot be written down a second audit 
and shareholders’meeting could be required later if problems were thought to have worsened. 
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3.2.3  Prepositioning 
 
If the resolution authority is to be able to move fast enough to organize an 
outcome short of public administration or other closed bank solutions it has to be 
prepared in several respects. The need to have extensive knowledge of the banks 
computer systems and for the banks to have to hand a full statement of the 
individual insured deposits was noted in section 3.1, as was the need to have 
suitable vehicles for making payments or holding the accounts of the depositors. 
However being prepared in the resolution process also forms part of this picture. 
Clearly early indication of problems is essential but the process of undertaking an 
audit also needs to be rapid. To some extent this can be achieved through detailed 
knowledge of the major institutions. 

4. Banking resolution in the US, UK and NZ 
 

4.1  US 
 
At the time of the present crisis the US had got one of the most developed systems 
of Structured Early Intervention and Resolution (SEIR) systems in the world, with 
an organisational structure that sought to align incentives with the objectives of 
having prudently run banks and resolving any problems that did occur at 
minimum cost and with those responsible for taking the risks bearing the cost in 
order of priority. This special regime should have been ideally suited to handling 
the crisis. However, the system proved seriously inadequate in the face of such a 
widespread problem. It failed in 4 respects: 
 

• The US had a very narrow definition of what constituted a bank and action 
was required to intervene in the government supported mortgage 
institutions (Fannie Mae and Freddie Mac), insurance companies (AIG), 
thrifts (Indy Mac, Washington Mutual (WaMu)) and most especially 
investment banks (Bear Stearns, Lehman Brothers) 

 
• The scale of some problems meant it had to invoke the systemic risk 

exemption (Wachovia, Citigroup) 
 

• It could not cope with the closure of markets – for so-called toxic assets 
and for wholesale funding, requiring support for many of the major 
institutions (Bank of America)  

 
• It permitted highly imprudent lending on mortgages and a growth in 

derivatives markets and asset prices that was clearly unsustainable. 
 
The last of these is the most serious as it was the proximate cause of the world-
wide crisis but it largely lies outside the scope of the present study as it reflects 
problems in macro-prudential supervision and in specific aspects of regulation and 
not simply problems with the framework of SEIR. 
 
The failings of the US system in the present crisis are considered in some detail 
below under the four facets of the crisis resolution system featured here (early 
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intervention, temporary government control, special bankruptcy law, treatment of 
toxic assets) as they have clear implications for the sort of system that might work 
well in Norway. However, it is worth emphasising first that the US SEIR system 
has worked well in the years since it was reformed following the Savings and 
Loan crisis of the late 1980s. The position prior to these changes is remarkable by 
European standards. Between 1980 and 1994, 1600 banks failed in the US, 
representing approximately 9% of assets and deposits (see Figure 1).32 Their 
distribution was far from even across the country, with the main losses being 
concentrated in Texas, New York and Illinois.33 The number of bank closures in 
the present crisis have been small by comparison (just 123 between January 2008 
and the date of writing in October 2009)34 but the whole scale of the support 
operation in terms of GDP has been immensely larger. However, Continental 
Illinois, which failed in 1981, was one of the 10 largest banks in the US. 
 

Figure 1 Bank Failures in the United States 

 
 
The causes of this remarkable crisis between 1980 and 1994 are decidedly 
particular to the US but the scale of the failures and the overall cost to the 
taxpayer after recoveries of around $120bn helps explain some of the anomalies 
of the US experience and regulatory structures. The major regulatory response 
after the institutional changes embodied in the FIRREA (Financial Institutions 
Reform, Recovery, and Enforcement Act of 1989) was FDICIA (the Federal 
Deposit Insurance Corporation Improvement Act 1991). FIRREA largely put in 
place the mechanisms necessary to clear up the S&L crisis and included the 
                                                 
32 9755 banks were closed in the US between 1929 and 1933. 
33 The FDIC has undertaken two comprehensive studies of this period, the first (FDIC, 1997) 
explores the causes, while the second (FDIC, 1998) gives a full exposition of the processes used to 
manage it. 
34 Even so 106 is very large in number compared to the whole of the EU, although not so large in 
terms of total assets. 
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formation of the RTC (Resolution Trust Company) to dispose of the assets of the 
failed thrifts. It is noticeable that FIRREA focused on establishing or extending 
institutions to handle both the continuing supervision, OTS (Office of Thrift 
Supervision), FHFB (Federal Housing Finance Board) and deposit insurance – 
FSLIC (Federal Savings and Loan Insurance Corporation) which failed was 
replaced by the SAIF (Savings Association Insurance Fund) run by the FDIC. It is 
FDICIA however that has handled future banking problems by mandating early 
intervention, a staged programme of increasingly firm attempts to recapitalise and 
restructure troubled banks as their capital position worsened (with constraints to 
make sure that managements did not make problems worse or divert resources 
away from the creditors) ending finally in compulsory receivership within 90 days 
(renewable twice under certain conditions) all with a clear mandate that the 
process was to be managed with a view to minimising the loss to the FDIC.35 
 
It is not necessary to list all the provisions of FDICIA for SEIR/PCA because they 
are well known (the primary provisions are set out in Appendix 1 for ease of 
reference). The key points worthy of note at this stage are that the triggers for 
action all relate to capital adequacy and that closure is generated by having too 
low a leverage ratio – i.e. that it occurs before insolvency – an insolvent bank 
would be closed anyway. FDIC (1997) asserts that of the 1600 failures in the 
1980-94 period some 343 (21%) would have had to be closed earlier under 
FDICIA.36 Furthermore, 143 that survived would have had to be closed 
unnecessarily (their word), i.e. they fell below the minimum leverage ratio but did 
not fail. There are thus pluses and minuses to having such rigid rules and the 
FDIC does not estimate whether, if FDICIA had been in place, the losses either to 
itself or others would have been smaller – they argue that this is an impossible 
judgement to make. The FDIC has not only found that relying on capital triggers 
is not adequate but even before FDICIA it did not do so.  
 
The important consideration is the CAMELS assessment as this takes into account 
all aspects of the bank’s structure, risk-taking and inherent riskiness.37 Peek and 
Rosengren (1997) make clear that more is needed for early warning. But even 
CAMELS ratings are insufficient; a quarter of the banks that failed in 1980-94 
had CAMELS ratings in the top two categories a year before failure (FDIC, 
1997). The degree to which warning is going to be ‘early’ is clearly limited but 
this negative assessment does not answer the question of ‘what proportion of 
banks can be successfully resolved without failing if the trigger points were to be 
earlier according to some identifiable criteria. CAMELS style ratings are those 

                                                 
35 Subsequent legislation, the Omnibus Budget Reconciliation Act of 1993, imposed national 
depositor preference giving depositors and the FDIC when it succeeded to the claims of insured 
depositors a payout preference over other creditors. This made the task of minimizing losses to the 
FDIC rather easier and enhanced the need for other claimants to monitor banks carefully in order 
to protect themselves. However, it distorts the relative treatment of creditors in an insolvency and 
does not bear any regard as to whether this is the best way to minimize the losses to society at 
large or promote financial stability. It virtually ensures that the other creditors will sue the FDIC 
for advancing its own interests over theirs. 
36 Many of these banks that would have been closed earlier were national banks subject to the 
OCC (Office of the Comptroller of the Currency) that had to rely on traditional insolvency for 
closure and not the special powers available to the FDIC. 
37 CAMELS is a rating system used by US supervisors when examining banks. The acronym 
CAMELS stands for: capital, Assets, Management; Earnings, Liquidity and Sensitivity (to market 
risk).  
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used in most assessments in the literature38 and they are generally found to work 
reasonably well at least a year ahead of failure, although some banks will be 
missed and others identified that do in fact not fail. The key issue here is that the 
institution responsible for tackling problems has to have access to a wide range of 
supervisory information in order to act early and not simply to some key ratios 
such as Tier 1 and Tier 2 capital that can be revealed more readily. Secondly, such 
warnings need to generate an on-site inspection such that a much more informed 
and detailed assessment can be made.  
 

4.1.1  Early intervention 
 
The failure to intervene early enough has been clearly revealed as a problem, even 
with the US SEIR system, especially in the case of the government sponsored 
mortgage institutions Fannie Mae and Freddie Mac, although these were not 
supervised by the FDIC. This issue of early warning and the failure to take notice 
is a critical feature of the present crisis in the US. Garcia (2009) argues that all of 
the normal warning red flags were clearly visible for the US institutions that have 
failed in the present crisis yet on the whole they were ignored. However, the FDIC 
procedures worked well in the cases to which they could be applied even though 
some of the banks involved were large by international standards. In so far as 
these failings relate to concern that the methods of resolution would not work they 
are of relevance to us here. Garcia goes on to argue that most of the rules for good 
crisis management have been broken in the US as summarised in her Table 2 
reproduced below. She derives her lessons from the IMF recommendations and 
the experience of previous crises in the US, Japan and Sweden. All 17 of her 
points are worthy of note. 
 
Early diagnosis of the nature and extent of the crisis  
Here the issue is straightforward. The choice of resolution regime will in part 
depend upon the estimate of the extent of the crisis and where the losses are in the 
system. Clearly at the outset it is impossible to make any detailed judgement as 
the full extent will depend inter alia on the level of the confidence in the system 
that people hold while the crisis develops. In the Nordic crises the assessment was 
made fairly early on once it was clear that there was a full blown crisis.39 In the 
Japanese crisis it was heavily delayed and as a result many outside commentators 
believe that the cost became much higher than it need have done. However, the 
Japanese justification is that recognising the full extent of the losses early on 
would have been disastrous as people would not have believed that the authorities 
could cope with a problem on such a scale. It was therefore necessary to try to 
work the problem out slowly and avoid realising a lot of assets at the initially 
depreciated prices. To some extent this also affects the decision over whether to 
use a ‘bad bank’ or TARP-style programme of removing impaired assets from the 
banks. The greater the doubt over the size of the impairment the more difficult it 
will be to retain the assets inside the existing bank and help it through the crisis by 

                                                 
38 See Mänäsoo and Mayes (2008) for a survey. 
39 However, while the assessment was made quite rapidly after the full onset of the crisis in 1991, 
the early stages of the problem were encountered in 1988. Part of the difficulty in this as in any 
other crisis is that initially it is not at all clear how big the problem may be. It is only when the 
causes and nature are understood that it is clear what the potential losses are that need to be 
identified. These could be sectoral losses, unhedged foreign exchange losses, collateral losses etc. 
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temporary capital injection. These issues are discussed in section 4.1.4. 
 
Take prompt action  
This requirement follows very much from the first. It is necessary first to assess 
the size and probable consequences of the crisis and then decide on and execute 
the programme of actions to handle it. Garcia’s criticisms here may seem a little 
harsh as the US has attempted a whole series of actions as the severity of the crisis 
has developed. The Federal Reserve for example in following quantitative easing, 
credit easing, lending and a whole range of programmes has attempted to live up 
to the idea of doing as much as it can and being prepared to innovate in a way to 
restore confidence and get the economy restarted. The US government has been 
prompt but has not been able to be complete. Other than the failure over the 
housing finance agencies that were outside the system, action has been swift once 
the problems have been clear, despite the number of agencies involved. One 
problem worth noting is that when approval by Congress for expenditure was 
required. At this point confidence needed to be injected. Congress raised a number 
of reasonable objections to the President’s proposals, thereby delaying 
implementation and helping markets slide further.  
 
It is not that such legislative validation should not take place; indeed it is easy to 
argue that the intervention improved the quality of the policy actions. In any 
democratic system it is unlikely that the government has sufficient power, 
especially when major expenditures are involved to take action without recourse 
to the legislature. Where governments has a built in majority the passing of 
legislation will be a foregone conclusion as described in the case of the UK below 
but elsewhere this is not true. Clearly, early measures with the government’s 
mandate need to be taken promptly, firmly and with an authority that is not likely 
to be unwound. Where major costs are to be spread over future generations, the 
debate is likely to be real and the risk of ideas being modified or overturned a 
possibility that has to be accepted. 
 
Using an autonomous agency  
In the FDICIA framework the institutional arrangements were clear and incentive 
compatible (for banks at any rate). The FDIC was in charge of the programme of 
prompt corrective action or rather SEIR. It had a clear objective to run the system 
at minimum cost to itself and, with the Material Loss Review of the handling of 
each case where the loss is more than $25million or 2% of the bank’s assets going 
to congress, it has a strong incentive to carry this out. The reviews within the 
FDIC are undertaken by an independent Office of the Inspector General (OIG). 
Some of them are critical of the FDIC’s supervisory actions. 
 
What is of particular interest in these reviews is that the bank failures during the 
crisis were all of banks that were deficient in the operations in some way or other. 
It was not that the crisis was of sufficient magnitude that well run banks 
encountered difficulties with which they could not cope but that banks that were 
already failing in some respect of the FDIC’s supervisory standards could not 
manage to recover or recapitalize adequately. However, the case of Alpha Bank in 
Georgia, which failed in October 2008, was the fastest failure between 1993 and 
2008. The bank only managed just less than two and a half years. It had a 
CAMELS rating of 2 until April 2008 when it slipped to 4 and then 5 in June. The 
report concludes: 
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In the case of Alpha, however, supervisory actions were not timely and 
effective in addressing the bank’s most significant problems. … Alpha’s 
significant growth was noted as a potential problem during the 2007 
examination. However, the risks associated with weak loan underwriting 
and administration and compensation policies should have warranted 
greater concern. The extent of loan deterioration did not become evident to 
examiners until 2008. Greater concern regarding Alpha’s compliance with 
regulatory orders, loan underwriting administration, and ADC 
concentrations could have led to earlier supervisory action, particularly 
given the bank’s de novo status. 

 
Alpha was set up with a strong focus on real estate lending just before the house 
price boom peaked and could not cope with the fall in house values and the 
increasing number of defaults as the economy weakened. 
 
However, this strong structure of both an independent institution with aligned 
incentives and a clear route for accountability did not apply to the macro-
prudential handling of the crisis. The US suffered from having a number of 
agencies involved: the Federal Reserve with its supervisory powers, the Treasury, 
the FDIC and the SEC in the case of the investment banks. The problems with the 
OTS and the predecessor of the FHFA, the OFHEO (Office of Federal Housing 
Enterprise Oversight) have already been noted). 
 
The weak supervision of both Fannie Mae and Freddie Mac were an important 
factor leading to their failure and their being taken into conservatorship in 
September 2008. Both organizations were very powerful and influential compared 
to their small supervisor. Both made extensive campaign contributions to 
influential Senators, including both Presidential candidates in the 2008 election. 
Freddie Mac received the largest ever fine by the Federal Electoral Commission 
for illegal contributions. Their importance to the financial system meant they were 
Too Big To Fail (TBTF) and needed to be kept open but under government 
agency control. A conservator assumes the rights of shareholders and managers 
under a court order until the institution can be turned round and continue under 
normal control while meeting supervisory requirements. If conservation fails then 
the likely outcome is that an institution would go into receivership where the 
rights of shareholders and managers are extinguished. In other jurisdictions it is 
up to the administrator of the failed company to see whether the shareholders have 
any value left in the company and where appropriate to ensure that they are paid 
that value by the government if the authorities wish to take over the bank. 
 
The system thus had a number of failings: 
 

• weak supervision meaning that problems were not detected as early as 
they might be 

• insufficient follow-up so that SEIR/PCA did not progress at an adequate 
rate or with sufficient resolve40 

• multiple agencies 

                                                 
40 In the case of Fannie Mae and Freddie Mac the supervisory agency was not only rather weak but 
it was not governed by the SEIR/PCA framework that applied to banks. 
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• the dwarfing of the problem of small institutions by the need to keep large 

institutions open (where there was a counter example – Lehman Brothers – 
this tuned out to be very costly in terms of indirect contagion round the 
world and not just in the US). 

 

4.1.2  Temporary Government Control  
 
Provide  government  support  in  incentive­compatible ways  (equity  not  debt) 
This strikes at the heart of one of the dilemmas in bank resolution. Initially central 
banks wish to provide only short-run lending to solvent institutions to handle 
liquidity problems. If the problem is to be more enduring then the lender should 
be the government as an enduring problem is more likely to be one of solvency 
rather than illiquidity.41 Here too the government normally does not want to get 
into any long-term relationship and hence the concept of a loan sounds 
appropriate rather than an equity investment, especially if the terms of the loan are 
such that the bank will want to repay it at the earliest opportunity. This has 
certainly been the case in the US, where 10 of the largest banks rapidly repaid the 
funding they had received under TARP (17 June, 2009) as other sources of 
finance available by then offered less onerous terms. 
 
The US has tried to avoid the wholesale ownership route that has been followed in 
the UK. Although one technique widely applied elsewhere is to purchase 
preferred stock which can be turned into equity if the loan cannot be short lived. 
One of the problems is that in order to achieve the necessary recapitalization in an 
enduring manner, what is required is new equity, as it cannot then be withdrawn 
but only sold to the private sector at a suitable date in the future, through a body 
like UKFI in the UK. (As discussed below there is a debate about whether UKFI 
is acting simply as an arm’s length investor or whether in practice the government 
is seeking to have very considerable influence of the actions of the banks.) 

The three holding companies Maiden Lane, Maiden Lane II and Maiden Lane III 
that were set up by the New York Fed as part of the rescues of Bear Stearns and 
AIG are dealt with later but the issue here is that different agencies were not 
necessarily following policies consistent with each other. In a sense this is normal 
as each agency will tend to do what it can but it does mean that the pressure on the 
resolution agencies can then be confusing. If they are simply to follow the least 
cost route unless they feel the systemic exception should be triggered (as it was 
for Wachovia) then this is straightforward but if they are unsure whether the 
government will want to step in or the way it will step in whether by loans, 
guarantees, recapitalization or purchase of impaired assets then this will make the 
process much more difficult. 
 
Prompt corrective action will work because the parties know there will be no 
alternative and hence there is intense pressure to come to a conclusion that will 
not result in outright failure but recapitalization and at least something for the 
shareholders and senior management. With the possibility of government 
intervention the threat becomes less acute for the larger institutions. The 

                                                 
41 In the present crisis the enduring liquidity problem has been related to the market in general and 
hence has been addressed by an expansion in monetary operations and other facilities provided to 
the market as a whole. 
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effectiveness of the threat is illustrated by the rapidity of the response of the 
remaining four main investment banks after the failure of Lehman Brothers. They 
immediately either opted to become bank holding companies so they could be 
treated like banks or sought to merge with banks so that they could get inside the 
special resolution regime and the support available for the TBTF banks. 
 

Operational restructuring as well as financial restructuring  
In the event of a normal bank resolution in the US by the FDIC, the restructuring 
of the business, even if it is to continue say through the formation of a bridge 
bank, or its equivalent in the case of Indy Mac, usually has to be drastic 
restructuring to make sure that a viable prospect is offered to potential buyers. In 
most cases there is substantial dismemberment of the institution, with deposits 
being transferred along with some viable parts of the business and the remainder 
be assigned to the insolvency estate and liquidated under the best terms that can 
be achieved for the creditors. If the bank is kept in being then this pattern changes 
and the existing management often remains in place, who quite naturally try to 
change as little as possible and simply gain new finance for the existing structure. 
However such changes can be quite substantial – witness for example the changes 
in Barclays in the UK, which managed to avoid taking government funding but 
nevertheless restructured its business, taking on some of Lehman Brothers’ main 
operations and selling its strongly performing iShares business. (In addition to the 
financial restructuring where it went for sovereign and related funding from the 
Gulf States.) 
 

4.1.3  Special Bankruptcy Law 
 
Firm exit policies for banks and non­banks  
Up until the crisis the US did indeed have such firm policies. Banks would be 
resolved under a timetable under the terms of FDICIA while non-bank financial 
institutions would be dealt with under ordinary corporate insolvency law. Both 
have had to be revised. Larger banks have not been allowed to fail and key non-
bank financial institutions have been subject to a similar form of public sector 
bailout. The latter is more understandable as the US has had a narrow definition of 
what counts as a bank, which is a product of history rather than a careful 
assessment in recent times. A widening of the definition and indeed an increasing 
wish by other financial institutions themselves to get within the banking 
framework will do much to correct this. 
 
It is the bailout of the larger institutions which is more difficult both to explain 
away and to establish a more satisfactory framework in the future. The systemic 
risk exemption had not been used since the introduction of FDICIA, nor had 
government sought to get round the strict closure rules of FDICIA but then the 
scale of bank closures had never before been sufficient to provide any serious 
political threat to the rules. It is clear now therefore that at some point even 
governments with strong closure rules can decide not to apply them. In part the 
problem was that the FDIC had not as yet got to the point where it could intervene 
readily in a large complex financial institution (LCFI). It had already put in place 
the necessary rule-making FDIC (2008) but this was not implemented at the time. 
The amount of information required to be able to handle a large institution is 
much greater than that for a small one and hence the amount of prepositioning 
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needs to be much greater both on the part of the authorities and of the banks 
themselves.  
 
There is no opportunity for due diligence – this is admitted in the Wells Fargo 
takeover of Wachovia. Wells Fargo had to act quickly if it was going to trump the 
bid agreed by Citigroup and supported by the FDIC. The cost of errors, as 
normally there are hidden problems in troubled banks as well as the problems that 
have been publicly acknowledged, can be crippling in the case of a large 
institution. That makes it more difficult to find market solutions as few buyers 
would be prepared to take such a risk.42 Wachovia was the fourth largest bank at 
the time of its failure and hence is about as big a test of the system as it is likely to 
get. Citigroup itself received open bank assistance on November 23rd 2008.  
 
In some respects the US did not follow the well known advice - do not merge 
weak banks. Garcia cites the cases of Bank of America acquiring Countrywide 
and Merrill Lynch and the Wells Fargo acquisition of Wachovia. The problem 
here is that at some point it is difficult to find any credible purchaser that is not 
itself under some strain. Even if the purchaser itself is quite strong it will become 
much weaker in the short run as a result of the acquisition. There is trade off here 
between substantial losses being realized in the short run, including by the 
government on behalf of the taxpayer and the contingent risk that an even worse 
problem will occur if the combined institution itself needs support.  
 
It is worth considering the largest cases in a little detail as they illustrate different 
features of the problem. To quite some extent the US has followed the advice that 
small and large banks should be treated in the same way. Certainly in the case of 
Washington Mutual (WaMu) they handled a bank which would be very large in 
most countries symmetrically with small banks and asymmetric treatment of the 
FHLBs. AIG, Bear Stearns and Merrill Lynch reflect the fact that none of these 
were within the special resolution regime. 
 
WaMu 
In 2008 there were 25 bank resolutions in the US, the largest of which was WaMu 
with $299bn in assets and $152bn in deposits. The remaining 24 comprised $63bn 
in assets and $43bn in deposits. The projected loss for the FDIC from these was 
$18bn or nearly 30% of those banks’ assets. WaMu, the largest Savings and Loan 
and 6th largest financial institution in the US, was closed on 25 September and 
sold to JP Morgan Chase for $1.9bn by the FDIC, which was appointed as the 
receiver/conservator.43 This was a standard purchase and assumption transaction 
and the bank opened again for business on 26 September. The shareholders and 
sub-debt holders were wiped out along with most senior bonds, some $17bn in 
total. The FDIC had invited bids for various proportions of the liabilities along 
with the assets. As a result there was no loss for the FDIC or uninsured creditors. 
WaMu’s problem came directly from poor quality lending to the housing sector. It 
not only had a large share of poorly or undocumented loans but had grown very 
rapidly during the previous two years, following a long period of growth assisted 
heavily by acquisition since its demutualization. It specialized in loans to lower 
and middle income families, knowing that this was a higher risk sector. The 
                                                 
42 As described below, in 2009, the Lloyds Group encountered substantial unexpected extra losses 
in HBOS which it had acquired the previous year. 
43 Despite its name WaMu’s mutual status ended in 1983. 
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closure followed a 10 day bank run when 9% of deposits totaling over $16bn were 
withdrawn from the bank.  
 
Two further features of the WaMu resolution stand out. First the speed as it was 
resolved during the week rather than over the proverbial weekend – the plan had 
been to close on the following day, the Friday, but the speed of the run was too 
great. Second the fact that it was purchased by JP Morgan who had already tried 
to acquire the bank in March of the same year and had therefore undertaken a 
detailed investigation of WaMu’s position earlier, which helps explain both the 
speed and the ability to find a buyer. The position of the bank had been weakening 
ever since the sub-prime crisis began and the owners had undertaken restructuring 
in the form of major closures of parts of the business, had raised $7bn of new 
capital and in the later stages had tried to find a buyer. However, WaMu’s holding 
company, which applied for bankruptcy protection under Chapter 11 following 
the seizure of the bank by the OTS on 25 September, has since sued the FDIC for 
$13bn claiming unwarranted seizure and sale for an unreasonably low price. It 
also complained that the FDIC’s actions before seizure in trying to line up a buyer 
had helped frustrate its own efforts to find such a buyer. There is thus a 
conundrum here in that the conservator/receiver needs to be ready before taking 
control of the bank if the resolution is to be immediate but this process in itself 
may make a private sector solution more difficult. 
 
IndyMac 
Indy Mac (a federal savings bank) also specialized in non-standard housing loans, 
with $30bn in assets and $19bn in deposits. In July, Indy Mac had the FDIC 
appointed as receiver who immediately created IndyMac Federal Bank, which 
was placed in conservatorship. This is the nearest equivalent of a bridge bank for 
an S&L for whom the bridge bank technique is not available. IndyMac failed 
quickly when the securitization market collapsed so there had not been time to 
organize a sale before closure. Almost all IndyMac’s funding in addition to the 
insured deposits ($18.4bn of the $19bn deposits) was in the form of secured 
advances from the Federal Home Loan Banks. There was thus virtually no 
cushion before the FDIC’s exposure. It took 6 months to sell IndyMac FB, for 
$14bn leaving the FDIC with a loss of nearly $12bn. What is interesting is that 
IndyMac was sold not to another bank but to a private equity group (IMB) that 
was formed for the purpose. It had required a change in regulation to permit such 
a group to run a bank (they would not otherwise have qualified as fit and proper 
persons). 
 
Wachovia Corporation 
Ultimately Wachovia with $782bn of assets and $475bn of deposits did not need 
to be resolved as Wells Fargo purchased it from the existing owners. Thus there 
were no losses to creditors, and shareholders received a small pay out. However, 
just prior to this a resolution had been agreed but not completed. This involved 
acquisition by Citigroup, which would bear the first $42bn of losses after which 
this would fall on the FDIC, which was to take $12bn in preferred stock and 
warrants as cover for the risk. As noted above this transaction required the 
triggering of the systemic risk exemption, although this was ultimately not 
needed. Given the subsequent problems experienced by Citigroup this could have 
simply replaced a large problem by a very large one.   
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Citigroup 
Citigroup with $2.1trillion assets and $803bn deposits (Citibank and its foreign 
subsidiaries also held $554bn in foreign deposits) received open bank assistance 
from the TARP programme in addition to $20bn preferred stock at 8% from the 
US Treasury. This assistance also required a systemic risk exemption. The main 
programme involved guaranteeing a $301bn set of real estate loans, where 
Citigroup took the first $40bn loss and then shared the remaining losses 90/10 
with the government, TARP bearing the first $5bn, the FDIC the next $10bn and 
the Federal Reserve funding the remainder. The guarantees were funded with 
preferred stock at the same 8% rate. This is hence a good example of the early 
stages of SEIR coming into play and being able to turn the institution round 
without any need to approach insolvency. It is not a good example in that its sheer 
size meant that more normal channels were not followed. The assistance differs 
from simple liquidity support in that it involves exposure to losses and an outright 
capital injection by the government. Clearly the US government was not prepared 
to see Citigroup struggle to raise finance in the market for fear this would 
destabilize the whole financial system. 
 
Colonial Bank 
The 81 further banks that have closed during 2009 up to August have by and large 
been small banks. All banks bar five have been resolved by purchase and 
assumption. In four cases depositors have been paid out and in one, Silverton 
Bank N A, a bridge bank has been formed. The largest bank was Colonial which 
illustrates the conventional treatment, as described in the FDIC press release on 
14 August: 

Colonial Bank, Montgomery, Alabama, was closed today by the Alabama 
State Banking Department, which appointed the Federal Deposit Insurance 
Corporation (FDIC) as receiver. To protect the depositors, the FDIC 
entered into a purchase and assumption agreement with Branch Banking 
and Trust (BB&T), Winston-Salem, North Carolina, to assume all of the 
deposits of Colonial Bank. 

Colonial Bank's 346 branches in Alabama, Florida, Georgia, Nevada and 
Texas will reopen under normal business hours beginning tomorrow and 
operate as branches of BB&T. Depositors of Colonial Bank will 
automatically become depositors of BB&T. Deposits will continue to be 
insured by the FDIC, so there is no need for customers to change their 
banking relationship to retain their deposit insurance coverage. Customers 
should continue to use their existing branches until BB&T can fully 
integrate the deposit records of Colonial Bank. 

This evening and over the weekend, depositors of Colonial Bank can 
access their money by writing checks or using ATM or debit cards. 
Checks drawn on the bank will continue to be processed. Loan customers 
should continue to make their payments as usual. 

 
A comprehensive approach  
The argument over how to handle the whole problem in co-ordinated manner can 
run in two opposing directions with respect to resolution policy. The first would 
argue that the rules should be clear in advance so that the outcomes are 
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predictable and the other authorities, particularly the Treasury will know how to 
react. Thus in the US case, under FDICIA there was a clear, correct presumption 
that all except the TBTF banks would be allowed to fail in whatever manner was 
least cost in its impact on the FDIC. The indecision came because much of the 
early pressure fell not on ‘banks’ but on thrifts, investment banks and on the 
Federal Home Loan agencies (FHLs), which were not subject to the same regime. 
 
In the case of thrifts the main issue is not so much that the legislation is somewhat 
different in that some techniques such as bridge banks are not directly available 
but that the supervisor, the Office of Thrift Supervision (OTS) has not pursued a 
path of correction with the same vigour as the FDIC has followed under FDICIA. 
Similarly the FHLs were in a different position owing not simply to the fact that 
they were supervised by the Office of Federal Housing Enterprise Oversight now 
amalgamated into the Federal Housing Finance Agency but also because they 
were effectively government guaranteed. Hence instead of allowing them to fail 
the government as implicit owner recapitalized them as would be the first line of 
action for the correction of problems in any bank (or other financial institution). 
Hence although this may have been in line with expected procedure it set an 
unfortunate precedent. The sheer scale of the interventions required in Fanny Mae 
and Freddie Mac were such as to show that the government was prepared to act on 
an unprecedented scale. This gave an expectation of the willingness to act in other 
areas outside the traditional framework of small and medium-sized banks that 
closed by the FDIC in increasing numbers. 
 
This expectation was fuelled by the treatment of Bear Stearns, the first of the 
investment banks to get into difficulty. Since it was not a bank it was not subject 
to the normal bank insolvency procedures but to general insolvency proceedings 
that would be applied to any other commercial company. Failure in these 
circumstances would result in the cessation or close out of many of the financial 
contracts undertaken by the company, as the company would apply for protection 
from its creditors under Chapter 11. This would result in a major problem of 
recontracting and change in pricing, disrupting financial markets. The extent of 
the problem was revealed by the treatment of Lehman Brothers, which was 
allowed to fail. A similar problem was encountered with the potential failure of 
AIG, where it was also felt that the ending of a whole raft of insurance contracts 
underpinning a large proportion of financial contracts would be disastrous for the 
financial system and worse in its consequences than providing a public sector 
bailout.44  
 
However, perhaps the worst problem in this regard was that action was not 
consistent. Markets and no doubt Lehman Brothers themselves expected that a 
deal would be brokered and that they would not fail. Failure therefore came as 
surprise and triggered much greater contagion round the financial system not just 
in the US but also abroad than would have been the result of simple recontracting 
and direct losses if the outcome had been expected. In many respects therefore the 
problem was that when Bear Stearns got into difficulty the New York Fed thought 
it could handle the problem because it was a single case. Later into the downturn 
the worry was that the scale of intervention might become impossibly large so 
Lehman Brothers was allowed to fail in an attempt to draw a line and limit the 

                                                 
44  AIG was a major writer of credit default swaps (CDSs). 



31 
government’s commitment. 
 

4.1.4  Treatment of Toxic Assets 
 
Garcia (2009) does not deal with the issue of the treatment of toxic assets in any 
detail but this lies at the heart of the US experience. With the TARP programme 
the US decided that the appropriate way to try to handle the major facet of the 
crisis, which was the drying up of credit markets because of the unknown nature, 
extent and holding of impaired assets, was to get the banks to identify such assets 
and for the government to buy them and take them off bank balance sheets until 
such time as they could be properly valued and sold. 
 
In many respects this did not work. It did not prove much easier for experts 
employed by the government to value such assets and hence avoid the danger of 
the government overpaying than it did for the market to perform such valuations. 
The important difference was that the TARP programme provided an opportunity 
for rebundling the assets so that it was not the entire position of a bank that 
needed to be assessed but just the portfolio of troubled assets. However, in 
practice it proved more helpful to provide guarantees on the back of such assets 
with the government agreeing the order and magnitude of the contingent losses 
that would be met by the various parties in the event of impairment. (See the 
discussion of Citigroup above for example). It seems clear that the traditional IMF 
advice of trying to carve out the impaired assets has encountered problems in the 
US. 
 
In one respect that Garcia does deal with, the US has stepped outside the normal 
framework in trying to handle toxic assets. It seems that the traditional Bagehotian 
approach to the Lender of Last Resort (LOLR) and indeed to Emergency 
Liquidity Assistance (ELA) is not being followed in the US. The Federal Reserve 
Bank of New York (FRBNY) has become more involved, particularly with the 
rescues of Bear Stearns and AIG where they have set up financial companies to 
which they have then expended credit – Maiden Lane LLC in the case of Bear 
Stearns and Maiden Lane II and III LLC in the case of AIG. All three hold the 
very risky assets from the failed institutions that could not easily form part of the 
portfolio in the continuing institution for it to continue. The approximate size of 
the portfolio in Maiden Lane is $27bn which showed a book loss of $2bn at its 
last valuation in 2009. That in Maiden Lane II, which is composed of residential 
mortgage-backed securities, is $18bn and that in Maiden Lane III is $26bn 
composed of CDOs (May 2009 values). 
 
Bear Stearns was thought to be solvent at the time of the takeover by JP Morgan 
in early 2008 but the form of assistance by the FRBNY was thought likely to 
result in losses because it was not providing loans with high seniority. They are 
provided against collateral (although this is thought to be inadequate) and they are 
at rates above that prevailing in the market. AIG on the other hand was thought to 
be insolvent at the time of the rescue and the FRBNY loans represent only part of 
the government’s support package. It is relatively difficult to explain this division 
of responsibility but the easiest gloss that can be put on it is that the FRBNY 
thought itself able to value the assets and assess the risk whereas the Treasury was 
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not able to do so in the time available. In other countries it is likely that the 
Treasury would have acted on the advice from the central bank. 
 
The route chosen merely illustrates the short cuts that the authorities find they 
have to take in a crisis. There will obviously be problems of precedent here and 
hence subsequent moral hazard. No doubt the FRBNY hopes that there will be no 
further such opportunities in the present crisis and that it will be able to change 
expectations by the time there is any realistic threat of another crisis. Nevertheless 
the boundary between central bank liquidity support and governmental solvency 
support is a fine one and actions intended to be the former may very well turn out 
to be the latter and procedures need to be in place to transfer responsibility when 
it is discovered that the wrong decision has been made. 
 

4.1.5  Two Other Concerns for Crisis Management from the US 
experience 
 
Monitor restructuring policies and restructuring operations  
There does not appear to have been a clear role for monitoring in the US beyond 
the agencies themselves except of course through congressional committees. This 
is quite a tricky issue for any government. In a crisis key ministers will be 
involved in decision making because of the scale of the funds that need to be 
committed. It is rather difficult to see therefore where the additional scrutiny is 
going to come from except from parliament. This has been clearly exercised in the 
case of the UK as noted below but the action envisaged by the IMF is more 
detailed ensuring that the actions are properly evaluated and their success assessed 
as they go along so they can be improved. Thus this is importantly different from 
the normal sorts of parliamentary enquiry after the event. The Norwegian 
parliamentary enquiry in 2000 was very much a special event.  
 
Explain events and policies clearly to the public  
One of the difficulties of crisis management is that a large element of its success 
relates to confidence. There is thus a very difficult balance to be drawn between 
confident assurance on the one hand and realistic assessment of the difficulties on 
the other. Clearly the proof comes from the reaction and the TARP programme 
was in general not very well received. The scale of the intervention may have 
been judged correctly but its form and then the problems with its execution then 
did not give confidence. In part this was because it was innovative but it also 
reflects an underlying problem with the assessment of losses or rather the value of 
impaired assets, irrespective of whether the state is going to purchase them, 
underwrite them or place them in a bad bank (or even in the continuing bank). 
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Garcia (2009) Table 2 Lessons on Crisis Management 

Lesson Problem Violations 
Diagnose the nature and extent 
of the crisis. 

Or flounder around 
and lose public 
confidence

Has not yet made this assessment nor 
communicated it to the public. 

Take a comprehensive approach: 
address deficits in capital and 
income; improve accounting, 
legal, regulatory supervisory, 
and compliance frameworks. 

Or private and public 
money will be wasted 
and the private sector 
will not participate. 

The Federal Reserve has reduced 
interest rates to lower bank costs and 
increase business activity, the 
government has injected capital, 
apparently without analysis.

Take prompt action (within one 
year of system-wide problems 
emerging). 

Situation deteriorates 
and the public loses 
confidence.

Nearly 2 years into the crisis, the 
authorities still seem “behind the 
curve.”

Provide government support in 
incentive-compatible ways 
(equity, not debt). 

Cheap loans aid profits 
but do not provide 
quick capital. Public is 
skeptical. 

Fed in 1980s lent to CAMELS 4&5 
banks. The govt. now has 
incompatible programs: for Freddie, 
Fannie, AIG, and large banks. 

Operational restructuring is 
necessary in addition to financial 
restructuring. 

End deficiencies in 
incentives and 
management. 

Government is leaving such actions 
to the private sector, which is 
resisting change. 

Designate an autonomous 
agency to lead the restructuring.

Agencies compete at 
cross-purposes.

Fed led first, now Treasury (not 
autonomous); also FDIC and SEC.

Monitor restructuring policies 
and individual bank 
restructuring operations 
continuously. 

Poor performance, 
stealing, loss of public 
trust. 

Not known who benefits from Fed 
and Treasury actions; reviewers 
sharply criticize TARP 
implementation. 

Explain events and policies 
clearly to the public 

Or lose public 
confidence.

Public is skeptical and critical—AIG 
bonuses

Central bank should provide 
short (NOT long)-term loans 
only to solvent banks. 

Quasi-fiscal costs, 
conflicts with mone-
tary policy’s aims.

Fed is violating these rules with 
Maiden Lane I, II and III, etc, and 
has already incurred heavy losses.

Have firm exit policies, for 
banks and non-banks. 

Inadequate procedures 
for non-banks.

Applying closure rules only to small 
banks and Lehman. 

Establish principles for loss-
sharing  

To engage the private 
sector.

Not established, the rules keep 
changing. 

Carve out nonperforming loans 
in a central state-run agency or 
by individual banks. 

Weak banks struggle 
and do not lend. 

U.S. is still struggling to find a way 
to do this through TARP. 

Handle public relations. Or lose public trust. Congress and public are skeptical.
Put insolvent banks into receiv- 
ership to remove their owners 
and then recapitalize them. 

Otherwise owners will 
gamble for recovery. 

There appear to be many “zombies” 
today. 

Do not merge weak banks: put 
each into receivership: sell them 
whole or in parts. 

A larger bank becomes 
even more “too big to 
fail.”

BoA with Countrywide & Merrill 
Lynch; Wells Fargo with Wachovia. 

Have laws and practices that 
treat large and small banks alike. 

“Too big to fail” is a 
slippery slope. 

Continental Illinois in ’84, NR, B&B, 
Freddie, Fannie, IAG, Bear Stearns, 
Wachovia, Merrill Lynch.  

Care with blanket guarantees.  Moral hazard. They have become quite common.
Avoid forbearance. Weak banks to gamble 

for recovery and lose.
S&Ls and banks in the 1980s. Now
Superior Bank, ABN, IndyMac.

Avoid phony accounting to hide 
losses. 

The markets see 
through it and it 
discredits the 
government.

RAP in early 80s, mark-to-model and 
gains-from-sale today. States 
augmenting capital for insurance 
companies chartered in their state.
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4.2  UK 
 
The UK has probably had the largest crisis compared to GDP of any of the main 
countries and hence has illustrated the problems in most aspects of crisis 
management. It has also made sweeping changes to its systems in the light of 
these problems and this also helps provide a basis for considering what other 
countries might do in the light of this experience. Since the most striking changes 
relate to the new Special Resolution Regime (SRR) this is dealt with first. 
 

4.2.1  Special resolution Regime 
 
The UK proved to be an excellent testing ground of the traditional methods of 
court directed approaches to insolvency using general corporate law rather than a 
lex specialis for banks. It was disastrous and prompted the UK to be the first 
country to overhaul its system drastically, actually managing to put in place the 
SRR in time for what are hopefully the latter stages of the crisis. 
 
The UK was thrust early into the crisis in that the first serious banking problems 
emerged in August 2007, when Northern Rock required intervention by the Bank 
of England to stem a run, and not just in the autumn of 2008, when the main thrust 
of the crisis burst on continental Europe in the wake of the Lehman Brothers 
collapse. Thus the authorities were able to conduct a review in the autumn both by 
the parties themselves: central bank, supervisor and finance ministry (the 
Treasury); and by parliament. The Parliamentary Review (House of Commons, 
2008) and the first set of proposals by the authorities (Bank of England et al., 
2008a) emerged in January 2008 but were swiftly followed by the failure of the 
first bank, Northern Rock, in February. Although the new proposals were only in 
draft form at this stage they were rushed through Parliament (Banking (Special 
Provisions) Act 2008) primarily to enable the nationalisation of Northern Rock, an 
action which was actually the last resort in the set of interventions laid out and not 
the first. It merely reflected that while the UK had the powers for support it did 
not have them for resolution. The new Act was deliberately temporary and would 
expire after a year. During that year there was a process of consultation and 
discussion with two further papers from the tripartite authorities (Bank of England 
et al., 2008b,c), before the longer term replacement was laid before parliament in 
October, coming into force in February 2009. 
 
The new Act (Banking Act 2009) was almost immediately used in the failure of 
the Dunfermline Building Society but the Special Provisions Act also had to be 
used in the case of the failure of the Bradford and Bingley and in the collapse of 
the Icelandic banks in October 2008. Thus the legislation has already been well 
tested. Appendix 2 lists the main reports together with their hyperlinks to their 
internet versions. 
 
The key ingredients of the SRR, as set out in the 2009 Act, are that:  
 

• Banks fall under one of three circumstances 
o normal ‘green’ conditions where they comply with all regulatory 

requirements and are not thought to pose any risks that are of 
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concern for their health, that of others or the financial system 

o problem ‘orange’ conditions, where heightened supervision is 
necessary and a close dialogue with the institution is required in 
order to make sure that the bank concerned resolves its problems 

o a ‘red’ zone where the bank has to be resolved by the authorities 
• In the red zone the authorities, in the form of the Bank of England, have 

the power to step into banks if the FSA, the supervisory agency, thinks 
that they no longer meet the conditions for registration as a bank (or will 
shortly fail to meet them) and it is not likely that actions will be 
forthcoming to restore the conditions (without intervention) – these 
‘threshold conditions’ relate to the usual capital adequacy, fit and proper 
directors and lack inappropriate connections, ability to pay etc. The 
condition is not insolvency and the expectation is that intervention will 
take place before that point45 

• The three main stabilisation powers are  
o the ability to transfer assets and liabilities, whether as a whole or 

in part to another registered service provider 
o the ability to create a bridge bank for the whole or part of the 

failing institution 
o the ability to nationalise the whole or part of the operation should 

either of the above fail. 
 
If a bank is deemed by the FSA to have reached the point where the SRR is 
triggered the expectation is that insolvency will follow unless it is deemed by the 
Bank of England that the stabilisation powers should be invoked in the public 
interest in: 
 

• the stability of the financial systems in the UK 
• the maintenance of public confidence in the stability of the financial 

systems in the UK 
• the protection of depositors. 

 
In making this judgement and deciding what to do the Bank of England has to 
consult the FSA and the Treasury.46 However, these conditions apply only to the 
use of the transfer to the private sector and to a bridge bank powers. The 
conditions for temporary public ownership are more onerous, namely ‘to resolve 
or reduce a serious threat to the stability of the financial systems in the UK’.47 
 
Most of the interest in the new UK Banking Act lies in what is known as the 
stabilisation options: transfers to - a private sector purchaser, a bridge bank, 
temporary public ownership. However, the SRR also contains an insolvency 
procedure and a ‘bank administration procedure’. Of these two it is the 

                                                 
45 The FSA’s approach to handling problem banks is not essentially changed by the Act. The UK 
does not apply either PCA or SEIR per se and it is for the FSA to determine whether a bank is 
likely to breach its conditions for registration and hence how to handle the difficulty. There is thus 
very considerable discretion up to the point of deciding on whether the bank should enter the SRR. 
46 There is a second circumstance, where the Treasury is already providing financial support to the 
bank in order to deal with a serious threat to financial stability in the UK. In which case the 
Treasury can recommend to the Bank of England that stabilization powers be used (and the Bank 
agrees). 
47 There is also the same second condition as in previous footnote. 
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administration procedure which is perhaps the more interesting.  
 
When stabilisation involves the transfer of part of the previous entity, either to a 
private sector party or a bridge bank, some of the essential services will still be 
provided by the residual entity. It is therefore not possible simply to liquidate it 
without regard to the viability of the parts that have been transferred. To this end 
therefore the Act provides for the appointment of an administrator to run the 
‘residual bank’ that contains these essential services. Such an administrator is 
appointed by the court on the application of the Bank of England. Like the 
liquidator for a small bank that is allowed to fail and move into simple insolvency, 
the administrator, in addition to providing the necessary services, has the 
secondary objective of rescuing ‘the residual bank as a going concern’. He should 
only seek to wind up the bank if that would achieve a better result for the 
creditors.  
 
Given that transfer of depositors is likely as the only route that will provide 
continuity of access but may well pose problems through the operation of the IT 
systems involved, some continuation of functions in the existing bank seems 
likely and therefore this form of administration may well be required.48 A similar 
duty is placed on other parts of the banking group – a ‘continuity obligation’ - 
where they have to ‘provide such services and facilities as are required to enable a 
transferee to operate the transferred business, or part of it, effectively’. Of course 
the obligation to provide these services ‘is subject to a right to receive reasonable 
consideration’. (The Bank of England decides what these services are and indeed 
can modify the arrangements and transfer property, rights and liabilities with the 
consent of the Treasury. Such transfers can be of items not previously transferred 
or ‘onward’ transfers to a third party of items already transferred, with associated 
obligations.)49 
 
The Act is careful to try to protect the rights of those involved but with some 
provisos. It enables the making of transfers without the triggering of netting, close 
out or other clauses that might otherwise have occurred on the failure of the bank. 
When transfers take place there should be independent valuation of any 
compensation that should be made to those whose rights are thereby overridden. If 
a residual bank later enters insolvency, the creditors of the bank are not to be 
made worse off than they would have been had insolvency taken place before the 
residual bank was set up. 
 
There are a number of key differences from the US system, the most striking of 
which is simplicity. The US is characterised by having many supervisors and 
regulators. The UK has just the one supervisor for the entire financial system, 
which can therefore tackle entire financial groups as well as simply the ‘banking’ 
elements of it however defined. The one important distinction is that building and 
other friendly societies (mutuals) have been dealt with by separate legislation in 
                                                 
48 In the first use of the Act in the case of the Dunfermline Building Society this procedure was 
used when the retail business was transferred to the Nationwide Building Society, the social 
housing portfolio was transferred to a bridge bank and the administration procedure used for the 
residual bank that contained the commercial lending portfolio. (There is a specific treatment of 
building societies as opposed to banks under the Act but the arrangements are the same.) The 
administrator is KPMG. 
49 Negative actions are also permitted in terms of the termination of contracts between the 
transferred bank and other parts of the group. 
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the past and therefore have to be separately addressed in the new Act – but with 
similar provisions. In fact the first institution dealt with under the new Act was the 
Dunfermline Building Society. 
 
The second aspect of simplicity is that there are just three zones of bank behaviour 
under which the new regime operates instead of the five under the US system. 
While there might be some arguments for having four zones – effectively dividing 
the orange zone into two: one where a problem is only suspected and a second 
where it is detected but deemed curable50 – the key difference is that the UK 
system does not mandate a series of actions by the authorities, nor does it impose 
a timeline for their execution. In a word, the UK SRR is characterised by more 
discretion.  
 
There is no need for this extra discretion to be a hindrance to the pressure for 
speedy resolution in the orange zone, indeed the FSA and the Bank of England 
could easily draw up a set of operating rules which would make clear to banks 
how the process was to be operated and that delay would merely bring the bank 
more rapidly into the red zone. This is the approach used in Canada by the Canada 
Deposit Insurance Coperation (CDIC). 
 
What is perhaps lacking in the UK arrangements compared to their US 
counterparts is the adoption of a single clear objective. In the US it is the duty of 
the FDIC to run the whole procedure in such a manner that it minimises losses to 
itself. If the FDIC were a junior creditor treated pari passu with the other junior 
creditors this would be very similar to maximising the value of the insolvency 
estate. Unfortunately, however, there is depositor preference so interests are not 
perfectly aligned. In the UK there is simply a list of considerations that are to be 
borne in mind with no specific ranking of importance or weights to be applied:  
 
• To protect and enhance the stability of the financial system of the UK 
• To protect and enhance public confidence in the stability of the banking 

systems in the UK 
• To protect depositors 
• To protect public funds 
• To avoid interfering with property rights in contravention of the European 

Convention of Human Rights. 
 

Clearly it would be possible to devise a restructuring of these requirements such 
that they were all met but that the ‘protection of public funds’ - or perhaps more 
explicitly minimizing the cost to the public in some form such as minimizing the 
fiscal cost – was the clear objective of the technical resolution procedures. In any 
event there is some problem of matching responsibility here as the deposit 
insurance expenditures are borne by the surviving banks (or rather their 
customers) and not by the taxpayer, yet the Bank of England decides how they 
shall be used in a wider interest than just that of the depositors. 
 
The deposit insurer, the FSCS, performs a largely passive role in this 
environment. Its task is to pay out on the determination of the Bank of England 

                                                 
50 This was the structure of the original Benston and Kaufman (1988) proposals that were very 
influential in the design of FDICIA. 
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and the FSA, although the circumstances under which its funds are used and the 
purposes for which they can be used are defined.51 It is probably of no import that 
the central bank rather than the deposit insurer runs the resolution process and 
indeed there are clear advantages if there are systemic implications, since it is the 
central bank’s role to look after financial stability and macro-prudential 
regulation. Nevertheless, an active deposit insurer will have extensive regard for 
prepositioning. Again the case of Canada is probably more apposite than that of 
the US, where the FDIC is also involved in supervision. By having the resolution 
agency be a supervisor, that agency can not only ensure that it has the maximum 
opportunity for an early warning but it can insist that the bank structure itself and 
its information systems in such a way that a very rapid resolution and pay out to 
depositors is possible (FDIC, 2008, for example). In the Canadian case such pre-
positioning is also needed although the CDIC needs to request the Office of the 
Commissioner of Banks for any detailed inspection and relies on it for any early 
warnings that come from confidential supervisory data. 
 
The danger therefore is that the Bank of England comes into the picture too late in 
the day. In the case of the failure of Bradford and Bingley, which like Northern 
Rock was a demutualised building society, it took the Bank of England two 
months to plan for an orderly resolution. Fortunately in this case they had 
adequate warning and were able to transfer the deposits to another provider to 
avoid any material break in service.52 (Bradford and Bingley were dealt with using 
the emergency legislation introduced to enable the government to nationalise 
Northern Rock and not under the Banking Act of 2009.) Thus whatever the 
institutional structure, the resolution agency requires both adequate ‘pre-
positioning’ to handle sudden problems and as long a lead time as possible once 
problems are suspected. Thus the resolution agency has to start preparations as 
soon as the orange zone is entered and not wait until the red zone is reached, 
otherwise all resolutions will be a rushed job. 
 
Clearly from the rapidity of the decision over the Dunfermline Building Society 
(DBS) the Act is being applied by working through how the resolution is going to 
be undertaken while the ‘bank’ is in the orange zone. Thus attempts at a private 
sector solution and a backstop public sector resolution are undertaken together. 
While this may sharpen the resolve of the directors and owners of the bank to find 
a voluntary solution it may also encourage the potential purchasers to hold out for 
government assistance and thereby push the bank into the SRR. In a private sector 
rescue, the impaired assets remain on the acquirer’s books. In a transfer 
arrangement under the SRR, they can be left with the residual bank, thereby 
transferring the risk away from the acquirer to the FSCS or to the 
government/Bank of England. 
 
It is also noticeable that the first use of the Act has led to a dispute by the (now 
former) directors of the DBS that they failed to meet the threshold conditions for 
registration.53 The FSA decided on the basis of their own stress tests that 
progressively the DBS needed to raise additional capital because of the risks in 

                                                 
51 It can be required to contribute to the costs of the exercise of the stabilisation powers provided 
that these do not exceed the liability of the FSCS had the bank been put into administration. 
52 Presumably the Bank of England is required to take bids from interested parties under these 
circumstances although this would need to be done in confidence. 
53 House of Commons Scottish Affairs Committee hearing 10 June 2009. 
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their commercial lending portfolio. While the initial raising was successful it 
became clear that the likely other building societies who would assist, merge with 
or takeover the DBS wanted further guarantees and these were not forthcoming 
without government assistance – that there were not prepared to make outside the 
SRR.54  
 
If the insolvency provision under the Act is invoked, i.e. if there are no stability 
concerns that push the Bank of England towards advocating transfers, bridge 
banks or temporary public ownership, then the process is similar in many respects 
to insolvency of other companies other than its initiation: 
 

• The bank enters the process under a court order, which appoints a 
liquidator55 

• The liquidator arranges for the transfer of insured deposits or for 
compensation from the FSCS56 

• The liquidator then winds up the bank as in other liquidations. 
 

The grounds for such an application and for its granting by the court are that 
either the ‘bank is unable, or likely to become unable, to pay its debts’ or that the 
winding up would be ‘fair’. The Minister can however apply in the public interest. 
 
In a liquidation the liquidator acts to achieve the ‘best result’ for the creditors as a 
whole but reports to a liquidation committee that ensures he exercises his 
functions ‘properly’. Initially this committee consists of representatives from the 
Bank of England, FSA and FSCS up to the point when the insured depositors have 
been paid out or transferred. At that point the Bank of England and the FSA 
nominees withdraw and the FSCS may do so as well and are replaced by members 
elected by a meeting of creditors if they so choose. 
 
The Banking Act 2009 also corrects some other problems which were revealed by 
the crisis relating to the FSCS, oversight of the inter-bank payment system by the 
Bank of England and the pursuit of financial stability: 
 

• To make the FSCS more credible it is now able to raise funds from the 
industry in advance and to borrow from the National Loans Fund – so that 
it could make an immediate payment to depositors or to facilitate a 
transfer.57 It can therefore now be required to contribute to the costs of the 
SRR where these are lower than it would have incurred from paying out 

                                                 
54 The evidence in the House of Commons hearing suggests that subsequent pressure on the 
building society industry as a whole has led to the provision of guarantees that might have been 
sufficient to avoid the need to intervene in the case of DBS, had they been available before DBS 
got into serious problems. Indeed the evidence suggests that other societies might have failed 
without this assistance. This illustrates a common problem in crises in that the order and timing of 
events results in what ex post looks like unequal treatment of individual institutions. Thus as a 
unique case without the expectation of a string of further failures the DBS could be subject to the 
SRR but when more were challenged as the result of ratings downgrades for the industry a 
different approach to systemic concerns could be applied. Several of the surviving building 
societies have issued preference shares which rank above the claims of the members in an 
insolvency which may threaten the whole status of such mutuals. 
55 Only the Bank of England, the FSA and the Minister can apply to the court for such an order. 
56 If there are no insured depositors, general and not bank insolvency rules would be applied. 
57 These changes are made by way of Amendment to the Financial Services and Markets Act 2000, 
which set out the framework governing the FSA and consequently the FSCS. 
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depositors in an insolvency (the amounts are subject to independent 
valuation and can be appealed through the courts)58 

• The ability of Treasury to make payments or loans to banks in an 
emergency are eased 

• The Act enables the Treasury in future to treat investment banks in the 
same way as the deposit banks and building societies covered by the Act,59 

where inter alia they must have regard to  
o Ensuring certainty for investment banks, creditors, clients, 

liquidators and administrators 
o Minimising the disruption of business and markets, and 
o Maximising the efficiency and effectiveness of the financial 

services industry in the UK 
 

• The Bank of England now has a clear financial stability mandate, requiring 
it to work with the FSA and Treasury with a ‘Financial Stability 
Committee’, composed of the Governor, Deputy Governors and four 
directors of the Bank, to advise the Bank in its exercise of the financial 
stability objective and of the stabilisation powers under the Act 

• The requirement that the Bank of England make weekly returns (that made 
it rapidly obvious when it was giving emergency liquidity assistance) has 
ceased. 

 
The UK has now given some indications of where it might go next in its 
discussion document released by the Treasury on 8 July ‘Reforming Financial 
Markets’. It has decided to follow a version of what Rajan (2009) describes as 
‘shelf’ bankruptcy procedures. In other words it is required of all large financial 
institutions that could not simply be placed in insolvency proceedings or handled 
readily under the current Banking Act 2009, that they should have in place clear 
plans of how they could be resolved in a crisis (without the use of taxpayer funds). 
This would involve them being transparent enough that such a resolution could 
take place and having the appropriate pre-positioning that the authorities could 
work sufficiently rapidly to achieve it. This would act as an encouragement to the 
banks to have relatively simple structures. In particular it would ensure that they 
can carve out the essential parts of the organisation that need to continue in an 
operable manner from those that can be dealt with in a more normal manner. This 
fits clearly with the approach of Hupkes (2004) focusing on the continuity of 
specific functions of the organisation and not simply the organisation as a whole. 
 
Indeed all banks will need to have such plans but their complexity and detail will 
reflect the systemic importance of the functions of the bank. For smaller 
institutions for example they will need to organise themselves so that it is easier to 
transfer the deposit book to another provider. 
 
The discussion paper phrases it as follows (HM Treasury, 2009, p.13)  

                                                 
58 It is perhaps a little surprising that a body funded by the industry can be subject to such direction 
by the authorities. 
59 By issuing regulations. 
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The proposals have four sides to them, three designed to make the chances of 
failure lower and the fourth, as described above, to make resolution easier should 
failure occur: (p.69) 
 

 
 
The UK proposals also accept the proposition that if LCFI’s are to receive 
preferential treatment in the event of failure there is a cost attached to this in terms 
of how they have to run prudential risk management: (p.71) 
 

 
 
Some idea of what may be intended is deductible from their quotation of the 
proposed Swiss arrangements whereby banks would have to hold twice the 
current risk weighted capital at the peak of the economic cycle, i.e. 16%. They 
also reiterate the point that such capital would be primarily Tier 1 as Tier 2 only 
offers a buffer in the event of failure (Wall, 2009) not if the firm is to continue, 
even under state administration. 
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4.2.2  Early Warning 
 
The FSA in the UK is still reviewing how it might improve its supervision and the 
ability to detect problems rather earlier. It has embarked on a Supervisory 
Enhancement Programme, which in the short term involves taking on a substantial 
number of new staff so that it can monitor all of the more important financial 
institutions more closely. In the relatively short period since its inception the FSA 
has developed an approach to supervisory assessment labelled ARROW60 (now 
ARROW 2). The idea behind this approach is that the resources put in to 
supervision should reflect the risk both for the institution itself and its impact on 
the rest of the financial system. There is thus a periodic risk assessment along 
with an assessment of how well the bank’s structures and procedures, including its 
access to capital and liquidity mitigate those risks. These risks are discussed with 
the management of the bank in question and where necessary a programme of 
more intensive supervision and action is implemented.  
 
This system is relatively complex and not very transparent and the results are not 
made public. It is clear from the number of supervisory failures, notably Northern 
Rock, that the system has not worked as planned, even by its own assessment 
(FSA, 2008) but further reservations have been expressed about the advice in the 
lead up to the failure of the DBS (House of Commons Scottish Affairs 
Committee, 2009). 
 
This process does not have triggers nor does it have any clear process of prompt 
corrective action. The final intervention rule is also far from the simple ‘bright 
line’ leverage ratio rule that applies in the US.  
 

4.2.3  Government Ownership 
 
In addition to the two nationalisations, Northern Rock and Bradford and Bingley 
and the bridge bank, DBS, the government has also found that it has had to invest 
extensively in some of the major banks, principally Royal Bank of Scotland 
(RBS) where it owns virtually 80% of the bank and the Lloyds Group following 
its purchase of HBOS, an action ‘encouraged’ by the authorities when HBOS got 
into major difficulty raising new capital, where its holding is somewhat less than 
50%. What is interesting here is that, because these were large banks, whose 
continuing strength reflected on the viability of the banking system as a whole, the 
government did not wait until the banks had lost all value in their share capital but 
acted as soon as there were clear question marks over their future. This 
differentiates the intervention from that in Norway for example during the Nordic 
crises where the existing shareholders could be written down to zero first and the 
government injection did not benefit them but only the taxpayer. 
 
This share capital has two forms, one an outright injection (£78bn) and the other 
£22bn of shares as payment for asset insurance. This latter covers some £585bn of 
troubled assets from the two banks (£325bn RBS, £260bn Lloyds), where, after 

                                                 
60 ARROW stands for Advanced, Risk-Responsive Operating Frame-Work. 
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the first loss accruing to the banks, the taxpayer covers 90% of the remaining loss. 
By contrast the support to Northern Rock was £15bn, to Bradford and Bingley 
£24bn and the costs of intervening in the Icelandic banks £9bn – a total of 
£127bn. The contingent liabilities were all the insured/guaranteed assets in four 
main schemes to be worthless would be £777bn according to the IMF but the 
actual exposure is likely to be smaller.  
 
On the whole the government has sought to stand back from direct intervention in 
the banks despite this high degree of ownership. But it has sought to influence 
remuneration policy to hold down the widely unpopular level of bonuses and to 
encourage lending, particularly on housing. The equity stakes are held through a 
company called UK Financial Investment (UKFI) that is wholly owned by the 
Treasury. (The Northern Rock and Bradford and Bingley holdings may also be 
transferred when it is clear that the European Commission has no concerns over 
illegal state aid.) The objective of the company is to ‘protect and create value for 
the taxpayer as shareholder, with due regard to financial stability and acting in a 
way that promotes competition’ while also ensuring that the banks they own 
provide ‘competitively priced’ loans to small businesses and homeowners ‘at 
2007 levels’61 Its mandate requires it to manage the portfolio commercially with a 
‘view to exit’. In doing this it is to:  
 

• ‘maximis[e] sustainable value for the taxpayer, taking account of risk;  
• maintain financial stability by having due regard to the impact of its value 

realization decisions; and  
• promot[e] competition in a way that is consistent with a UK financial 

services industry that operates to the benefit of consumers and respects the 
commercial decisions of the financial institutions.’ 

Thus the intention is to return  the banks acquired to private ownership ‘The 
Government will not be a permanent investor in UK financial institutions and will 
over time seek to dispose of the investments in an orderly way, through sale, 
redemption, buy-back or other means, in accordance with the UKFI’s objectives.’ 
However, the extent of the arms-length arrangement is somewhat unclear as the 
government has also made plain its determination to try to influence the 
governance of the banking system – in particular its behaviour with regard to 
remuneration. The discussions thus far have been more in terms of moderating the 
system of remuneration rather than in trying to ensure that it should be less pro-
cyclical and short term in character. However, it is normal practice for large 
commercial shareholders, such as pension funds, to express views on this subject 

 

4.2.4  Treatment of Toxic Assets 
 
As is clear from the previous section the UK government has sought to provide 
guarantees and support for the banks as they struggle with toxic assets rather than 
purchase them outright and place them in asset management companies. In part 
this is because there are only three main banks that have reached the point of 
failure. In the case of Northern Rock the entire bank was purchased. In the case of 

                                                 
61 http://www.hm-treasury.gov.uk/press_114_08.htm 
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Bradford and Bingley the bank was split with the government continuing with the 
impaired part. In the case of DBS there is a three way split with one set of difficult 
to sell assets being transferred to the bridge bank and the impaired assets to the 
insolvency estate, while the deposits, branches and normal loan book were 
transferred to the Nationwide Building Society. 
 

4.2.5  Other Issues 
 
Much of the rest of the discussion paper on ‘Reforming Financial Markets’ is not 
of direct relevance to the present study but it is worth noting that among the ideas 
put forward for consideration is the option of buying capital insurance so that 
recapitalisation in times of difficulty can be arranged at prices that reflect normal 
times and not the distorted emergency terms that make the process so costly just 
when it is most difficult to afford them.  
 
The discussion paper announces that the government intends to set up a Council 
of Financial Stability, composed of the Treasury, Bank of England and FSA and 
chaired by the Chancellor of the Exchequer that will have the duty to analyse the 
challenges to financial stability and have the tools to do something about it.  
 

4.3  NZ 
 
Before the crisis New Zealand had in place a regime that offered a practical 
possibility for a small host country, dominated by foreign-owned banks, to 
implement an effective resolution of problems on its own territory to maintain 
financial stability irrespective of the wishes of the home countries (in this case 
effectively Australia). Fortunately this system has not been tested and the main 
Australian banks have remained well capitalised during the crisis. However, in the 
absence of such a test it remains debatable whether the system will actually work 
as is hoped. 
 
Two aspects of the New Zealand system, set up under the Reserve Bank Act of 
1989 and modified in 1996 and again in 2006, are of particular interest. The first 
relates to the powers of intervention and principal resolution method to be 
employed and the second to the requirements for structure and prepositioning. A 
third facet of the present crisis is also worth noting in that the Reserve Bank has 
had the reach of its powers widened to include other near banks, such as finance 
companies, and also insurance. At the same time regulation is being widened to 
address financial agents and advisors more thoroughly, to make sure that there is 
less danger of creating high risk contracts between ill-informed households and 
indirect lenders (and between households and high risk borrowers). 
 

4.3.1  Resolution methods 
 
New Zealand has an SRR but unlike the UK it hopes to follow a straight forward 
approach where all banks can be subjected to the same sort of regime irrespective 
of size. In particular the scheme is designed to rule out the concept of ‘too big to 
fail’ and there is no provision for assistance from the government in the form of 



45 
open bank assistance or financed reorganisation (still less nationalisation). Since 
there was no deposit insurance the scheme involved taking the existing bank and 
either allowing it to go into insolvency or reorganising it in a manner that the 
losses are identified, allocated and the bank recapitalised using existing resources. 
No doubt like other authorities the Reserve Bank of New Zealand (RBNZ) would 
do its best to assist banks in finding a private sector solution prior to failure. But 
the underlying principle is that any bank should be able to fail in a manner that 
does not threaten financial stability and does not call on the taxpayer. This is a 
radical approach. 
 
The New Zealand scheme thus addresses the final stage of resolution. It does not 
implement the panoply of SEIR and PCA with the RBNZ as the regulator 
imposing on itself a mandatory set of triggers or actions following the triggering. 
Up to that point it has considerable discretion and acts only according to a set of 
principles. 
 
Under the Reserve Bank Act, RBNZ, as the supervisor, is the authority that will 
start the resolution process. In all cases it will open insolvency proceedings by 
petitioning the courts. It applies for a statutory manager to be appointed, who has 
powers similar to that of a receiver, who will act under the general direction of the 
RBNZ.  
 
The statutory manager needs to decide, upon appointment, whether the bank 
should simply be closed and normal insolvency procedures be followed or 
whether some other form of resolution involving keeping the operations of the 
bank functioning should be followed. For small banks, closure or transfer of 
business to another provider is the most likely outcome, whereas for larger banks, 
continuing operation is to be expected. In any event the normal objectives under 
insolvency are to be followed, namely, maximisation of the value of the 
insolvency estate, respect for the priority of claimants and equal treatment of 
those within each claimant class. It is in the last case of continuing operation that 
New Zealand has a unique approach by applying what has been labelled bank 
creditor recapitalisation (BCR).  
 
BCR operates very much along the lines of the system for insolvency 
recommended by Aghion et al. (1993). The statutory manager needs to make a 
summary valuation of the bank upon taking over and decide upon the extent of 
writing down of claims that will be necessary to return the bank to adequate 
capitalisation. This writing down is then applied to each creditor class until the 
desired point of capitalisation is reached. Thus if the Reserve Bank has not 
intervened early enough that the entire loss can be borne by the shareholders, who 
will be wiped out completely then the claims of the most junior creditors may 
have to be written down or even wiped out altogether until the point is reached 
that the claims have been written down far enough that the bank is again properly 
capitalised.62 Each of the groups that is written down receives in return a tradable 

                                                 
62 Clearly the shareholders cannot meet the loss on their own without involving the subordinate 
debt holders otherwise the bank would not be undercapitalized. Unlike a ‘normal’ resolution in 
other countries where the claims would be written down to the point that the net loss is 
extinguished and the new owner has to provide the capital to bring the bank up to regulatory 
compliance here it is the existing creditors that do this so there is no need to look for a new buyer. 
The statutory manager provides the new management as the bank is taken away from the existing 
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paper claim on the assets of a new bank that is formed under the management of 
the statutory manager, incorporating such of the assets that the statutory manager 
chooses not to leave in the insolvency and the written down liabilities. Netting 
agreements are enforced. 
 
This is in effect a compulsory debt for equity swap. While the previous losses are 
wiped out in this process, a government guarantee is issued against further losses 
so that all stakeholders can have confidence in the new bank. This new bank is 
supposed to start operating at the beginning of the very next trading day so that 
there is no break in operation. This would thus be similar in practical outcome to 
what was arranged for WaMu customers but without a new purchaser. In this 
manner close out proceedings will not be generated. Given that the bank now has 
a state guarantee it is unlikely that any ratings driven close outs will occur as 
ratings are likely to rise rather than fall. The legislation is framed such that the 
new bank can succeed to all of the contracts of the previous institution, without 
their needing to be rewritten (except in so far as they are part of the writing down 
process). 
 
The requirements are set out as follows (RBNZ, 2006): 

A statutory manager of a failed bank would … very probably be directed by 
the RBNZ immediately to restore the bank’s operations such that: 
(a) the bank is able to continue to meet its daily settlement and other time-

critical obligations, so as to avoid disruption and damage to the rest of 
the financial system 

(b) the statutory manager is able to understand and cover the bank’s credit 
and market risk positions, thereby limiting further damage to the bank’s 
balance sheet 

(c) the statutory manager has at hand the systems and balance-sheet data 
necessary for the New Zealand authorities to have available on the day 
of failure a range of options for managing the failed bank; and 

(d) the bank is able to provide basic services to existing customers, 
including liquidity – crucially, access to deposit and credit lines – and 
account-activity reporting. 

 
It remains to be seen whether a transfer of this nature can be effected in the time 
available. No doubt the hope is that failures can be organised for Fridays so that 
there is a weekend to elapse before the bank reopens on Monday morning, rather 
than having a single night in which to complete the process. In either event 
substantial prepositioning would be required so that the claimants can be 
identified and that depositors can retain access to the unwritten down portion of 
their deposits. In the days before ATMs and the internet this would not have 
represented a material break but in current circumstances both services will need 
to be uninterrupted if a run is to be avoided. 
 
Two points are worth noting here. First that New Zealand does not have deposit 
insurance, although deposits are currently government guaranteed in the present 

                                                                                                                                      
shareholders. Clearly the statutory manager will have to agree the reconstruction of the bank 
including the new management team with the creditor owners and ensure that they meet the 
regulatory standards before returning the bank to private sector operation. No doubt many of the 
creditors will wish to sell their claims if they do not wish to get into the business of bank 
ownership. 
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crisis – without premium for the smaller banks and with a premium paid by the 
banks for the larger ones. (It remains to be seen what the government will decide 
to do for the longer term.) This means that all depositors have something at risk in 
this process and that they have no idea of how much their deposits may be written 
down as a result of the failure.  
 
This leads directly to the second point, that if there is any danger of a bank failure 
there will be a retail run. In other countries most depositors would be 100% 
covered and will hence only run on a bank if they fear that the interruption in 
access to their accounts is likely to be significant. This fear of a run means that the 
time available for a private sector solution before the RBNZ steps in may be less 
than in other environments. 
 
When the new disclosure-based banking supervision regime was introduced at the 
beginning of 1996, the major intention was that there should be strong direct 
incentives for directors to run banks prudently and strong indirect incentives for 
other claimants to exert pressure through the market so that poor performance 
would be corrected, either by internal changes or by acquisition, before the matter 
became a concern for the RBNZ. Under that regime each bank has to issue 
quarterly disclosure documents that reveal the important characteristics of their 
risk position (more than is required under Pillar 3 of Basel 2). The direct 
incentives involved personal responsibility by directors for the disclosure 
documents. Not only can directors be jailed for up to 3 years for false disclosures 
but they can be sued for consequent losses. The indirect pressures from reactions 
to the contents of the disclosures were expected to occur through the share market, 
through sub-debt markets, through the labour market with high quality staff 
leaving and through withdrawal of deposits. However, it is now generally 
accepted that ordinary depositors do not exercise this discipline (McIntyre et al., 
2009). 
 
Hence the feature of the New Zealand system which encourages early response by 
the market to head off the need either for early intervention by the authorities or 
for compulsory resolution may be a little weaker than initially envisaged. That 
said, no bank has got to the point of compulsory intervention, so in that sense the 
system has worked as intended. Clearly if a bank were to become undercapitalised 
the New Zealand authorities would undertake the same process of cajoling and 
help to get the bank recapitalised and only if this fails then impose the special 
resolution regime with the appointment of the statutory manager. New Zealand 
does not have any mandatory set of PCA along the lines of the US. The final 
intervention is intended to be as close to the point of insolvency as possible so that 
total losses that have to be handled by bank creditor recapitalisation are small. 
 
The willingness of the New Zealand authorities to permit failures is revealed by 
their treatment of finance companies, which in many countries would be regarded 
as banks. Until the present crises these institutions, which provided a range of 
consumer credit and commercial lending but not retail banking facilities, were 
lightly regulated. They have now been brought under the responsibility of the 
RBNZ but still with lighter regulation than banks. As is described below, most 
finance companies in New Zealand have now failed but these failures started 
before the present crisis and were simply the consequence of high risk taking 
which resulted in losses when the New Zealand economic cycle peaked. 
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4.3.2  Required structures 
 
The second key feature of the New Zealand system which makes it worthy of 
study is that New Zealand hopes it has put in place a system that will enable it to 
maintain domestic financial stability as a country dominated by foreign-owned 
banks irrespective of the decisions taken by the home country authorities.  
 
It has divided banks into two groups: those that are deemed of systemic 
importance in the sense that their business must be kept going even if they need to 
be compulsorily resolved and those that can be allowed to fail because the 
consequences of such failure, even for uninsured depositors will not be such as to 
cause a systemic problem. The division between the two groups was easy to 
establish as the main four banks are all much larger than any of their competitors 
and the next largest retail bank, Kiwibank, is in any case government owned.63 
Thus although other countries have found in the present crisis that the dividing 
line between banks that can be allowed to fail and those whose business must 
continue comes at a rather smaller size than was previously thought, this is not an 
issue in New Zealand.64 Furthermore, as described below, New Zealand was 
prepared to let most of its finance company sector fail even though depositors had 
no insurance. 
 
There are no restrictions on how the smaller banks organise themselves except in 
the requirement to have directors who are liable under the disclosure regime. 
Indeed some, such as Deutsche Bank, actually insure their New Zealand 
depositors under their home country system. The systemic banks, however, now 
have to be locally incorporated with adequate local capitalisation. The key 
requirement, however, is that they should not simply be legally a separate unit in 
New Zealand but that they should be capable of operating on their own within the 
value day should they or their parent fail. 
 
It is thus essential that either a statutory manager or the subsidiary itself can 
operate the business without a material break. As it happens, although a number 
of services have been centralised, such as brokerage advice, the New Zealand 
subsidiaries were relatively free-standing, with separate treasury operations, 
computer systems and management. The requirement is set out in what is 
described as the ‘outsourcing policy’ (RBNZ, 2006). The set up must be such that: 

 
the board of directors of the registered bank has legal and practical ability to 
control the management and operation of the New Zealand banking group’s 
assets, liabilities and systems such that the bank may be operated on a stand-

                                                 
63 There are 5 large banks in New Zealand but one, The National Bank of New Zealand, is owned 
by another, ANZ, as a result of a fairly recent takeover. (The National Bank was previously owned 
by Lloyd’s-TSB of the UK. 
64 Of course, theoretically it could become so if another privately owned bank were to become 
substantial. The example of the finance company sector discussed in the next section does not 
provide a good guide, since if the whole finance sector that has failed had been a single institution 
and a bank we cannot know whether the authorities would have felt impelled to require them to 
enter the BCR process rather than proceed to normal insolvency. At the time the first few finance 
companies failed the expectation of how many more might be at risk was much less than the toll to 
date. 
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alone basis. … For the purposes of this condition of registration the term 
“systems” means all property, rights, controls, data and staff (including 
property, rights, controls, data and staff related to management, 
administrative and information technology functions, including any 
functions relating to any business of the bank that are carried on by a person 
other than the bank) owned, operated or used by the bank.   
 

These are extensive requirements and clearly offer some difficulties if the parent 
were to fail and the Australian authorities chose not to maintain vital services. 
Only some services are transferable to another provider and then usually not 
without considerable delay. This arrangement is therefore predicated on the 
Australian authorities wanting to keep the parent institution open, which is likely 
to be reasonable as the parents of the New Zealand subsidiaries are in turn the 
main four banks in Australia, all of which would be of systemic importance. 
 
There are some specific reasons why New Zealand has felt it necessary to have 
such a firm structure for the cross-border relationship, which will not apply to the 
same extent as elsewhere. The first is that Australia applies domestic depositor 
preference, so New Zealand depositors would be ranked along with other junior 
creditors while Australian depositors had priority. That would mean that the 
Australian authorities could wipe out junior creditors without having an impact on 
their own depositors and hence seriously disadvantage New Zealand depositors, 
who are in any case uninsured. (There are other possible ways round this, such as 
equal treatment or indeed deposit insurance.) The second specific issue is that 
Australia and New Zealand operate very different supervisory regimes. While that 
in New Zealand is light-handed and based on disclosure, that in Australia is a 
typical detailed intrusive regime as is common in Europe. Hence neither country 
would be comfortable that the other’s system would deliver equivalent prudential 
behaviour or supervisory action in the event of difficulty. 
 

4.3.3  The demise of the finance company sector 
 
The finance company sector in New Zealand started its decline in May 2006 with 
the failure of National Finance. Between then and the end of February 2009 30 
further companies have either gone into liquidation or have a moratorium and 
have frozen repayments. This is the majority of the sector and includes many 
well-known names. Most of these companies have been involved in property 
finance, largely in the commercial sector and are hence heavily hit by the 
economic downturn as commercial property is notoriously cyclical. They have 
typically provided mezzanine finance with banks taking the first charge on the 
assets. Other companies have been involved in consumer finance, similarly caught 
out when defaults increase and collateral values are found to be well below those 
of the outstanding loans. 
 
The issue here is not the poor level of supervision – the Registrar of Companies of 
companies report in March 2009 gives a long list of deficiencies from extensive 
related party lending, through inappropriate choice of directors both in terms of 
skills and poor previous records through to misleading prospectuses and 
inadequate credit assessments of borrowers – it is that failures on this scale can 
happen without disrupting the financial system. 
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Many of the debenture holders have been retail savers interested in high returns 
either in retirement or in preparation for it. Clearly the companies have been able 
to exploit financial ignorance in much of this group and the complacency that 
comes with a long period of growth and rapidly rising property prices. Some of 
the schemes seemed little better than Ponzi arrangements and hence collapsed as 
soon as the inflow of funds slowed. 
 
If this sector had not existed there would have been two main effects. Some of this 
lending might have been on the balance sheets of banks, some of the rest would 
have been in the form of even less regulated arrangements among companies and 
individuals – and of course some would simply not have occurred. The lending 
contributed to the boom but the form in which it has been issued has meant that 
the consequences in the downturn have been less of a threat to financial stability. 
 
It is however unlikely that other countries would want to follow this route, 
particularly those in the EU/EEA where consumer protection is more developed 
and regulation much more comprehensive in its scope. Nevertheless it does 
illustrate that having a fringe sector can contribute to the strength of the core. If 
these companies had been part of financial groups including banks then the 
contagion might have been far greater. 
 

4.3.4  Remaining issues in Crisis Management 
 
The New Zealand system does not have much to add on the subject of early 
intervention, although the RBNZ has strong powers. There is no attempt to put 
together parts of SEIR other than the SRR. Since the SRR involves creditor 
recapitalisation there is no role for the government as an owner and the 
recapitalisation assumes that the assets will remain in the new bank (or that 
everything will be in the insolvency estate). However, the system has not been 
used (although statutory managers have been appointed in the past) so it is not 
quite clear what a statutory manager might decide to do. Some of the standard 
resolution tools are available such as the split into a good and a bad bank just as 
there would be in any receivership. 
 

4.4  pro & cons 
  

4.4.1  Early Intervention 
 
From the experience of these three countries, see Table 3 for a summary, it is 
clear that only the US feels that it is essential to have a comprehensive SEIR in 
place. All three countries both see early intervention as important and that it 
should be possible to resolve a bank before it becomes insolvent. It appears that 
the sorts of capital related triggers that are used in the US, while helpful, tend to 
cut in too late and are corroborating evidence rather than the primary trigger of 
initial action. There is no clear evidence whether the particular schedule of 
intervention set out in Appendix 1 has much in the way of benefits beyond being a 
means of restricting forbearance and ensuring that troubled banks do not 
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disadvantage their creditors unfairly, except as a deterrent. The deterrent value of 
SEIR is also difficult to substantiate. The fact that the number of bank failures had 
fallen to very low levels before the present crisis struck could be an indicator of 
many things only one of which is deterrence. 
 
It is clear that most other triggers to early intervention are relatively soft, although 
some are quantified in the CAMELS framework. Such softness has two main 
disadvantages. The first is that it is easier for the supervisor to dismiss, 
particularly when the risk is thought normal by a number of banks as was the case 
with what are now deeply troubled derivative products. The second is that it 
becomes more difficult to provide a non-contestable case to the subject banks. 
Thus to make early intervention effective there have to be clear incentives to 
make sure that these soft indicators are nevertheless acted upon. Mandatory 
independent reviews of performance that will be published in the case of any 
failures may help. 
 
Parallel work suggests that there will be a string of new requirements for 
prudential behaviour, whose infringement would result in action by the 
authorities. The most obvious of these areas is liquidity. The RBNZ has already 
introduced its proposals for liquidity cover, considering in particular the period 
out to a month ahead so that banks do not get caught by liquidity problems in the 
short run. These new requirements will act as triggers, whether they are pro-
cyclical capital requirements, collateral ratios or risk assessments under pillar 2 of 
the Basel framework. 
 

4.4.2  Government control 
 
Of the three countries New Zealand has taken the strongest stand against 
government ownership, although alone of the countries it has developed a public 
sector bank. Kiwibank is a subsidiary of New Zealand Post, which is itself a state-
owned enterprise.65 It operates to normal commercial principles but it has 
deliberately restricted its operations to narrow retail operations – traditional 
lending to households and small corporates as well as mortgage lending in 
particular. By doing so it hopes to be able to have lower margins and hence offer 
attractive rates to both savers and borrowers. At present it is growing market share 
rapidly in part because of the adverse reaction to the remainder of the main banks 
that are foreign (Australian) owned and seen to be excessively profitable and not 
responsive to New Zealand concerns. It also offers a safe haven in a country that 
does not have deposit insurance.  
 
It is not clear how much this is a specific reaction to the unusual structure of the 
New Zealand market but other countries may come up with narrow bank 
proposals. In any case it is rather difficult to see how government ownership can 
be applied to foreign owned subsidiaries in quite the way it is to domestic entities 
unless they can be separated out into free-standing entities in the way required by 

                                                 
65 There used to be a Post Bank in New Zealand. It was originally simply part of the New Zealand 
Post Office, which was a government department. In 1987 along with other government 
enterprises the Post Office was split into two corporations, New Zealand Post and the Post Office 
Bank which traded as PostBank. New Zealand Post has remained a state owned enterprise but 
PostBank was sold to the ANZ in 1989 and the trading name disappeared a decade later. 
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New Zealand’s ‘outsourcing policy’. Otherwise the support could leak back to the 
parent. This issue is dealt with in Section 6. 
 
There is a clear contrast between the ways in which the UK and the US have 
adopted elements of state ownership. The UK has followed the principle that if it 
must get involved then it should benefit from the upside as well as the downside. 
In its treatment of toxic assets discussed below it still faces largely downside 
exposure but in accepting shares as payment for the toxic assets it has managed to 
get some ability to benefit on the upside if the losses on toxic assets turn out to be 
trivial and hence the shares rise considerably in value. The US on the other hand 
has not opted for ownership but for assistance as in the case of AIG, or indeed 
Citigroup and Bear Stearns. One consequence is that banks have rapidly exited 
public support programmes where these imposed controls on their behaviour and 
have switched to private sector finance. It is thus not at all clear how much of the 
upside is going to benefit the US taxpayer. 
 
While the UK is unlikely to earn much from its nationalisation of Northern Rock 
and Bradford and Bingley even if they turn out well, with its investment in RBS 
and Lloyds amounting to 5.5% of GDP it stands an important chance of earning 
an excellent payoff for the taxpayer. Bank shares had fallen by over half from the 
beginning of 2008 by the time of their acquisition and hence the scope for 
recovery is considerable. 
 
Thus in this case there is not perhaps so much a lesson for Norway as a 
vindication of the sorts of approach that have been used in the past. 
 

4.4.3  Special Resolution Regime 
 
Of all the areas in which there seems to be consensus it is that a special regime is 
needed to resolve banks and that this needs to cut in early while banks still have 
positive net worth. The special regime has worked even with very large banks in 
the US. WaMu was the largest example that had to be acted upon, although the 
process had already started for Wachovia, which was eventually sold to Wells 
Fargo without assistance. 
 
The only people who are likely to be disadvantaged in this approach are the 
shareholders if they feel that the rapid deals done in resolution undervalue the 
enterprise. And indeed they have in some cases sued the FDIC. In the US case a 
second group could also be disadvantaged namely the other junior creditors. By 
imposing depositor preference and seeking to minimise its own losses the FDIC 
has moved away from the idea that a resolution should treat creditors in a similar 
way that they are treated in an ordinary insolvency only that the outcome should 
be better as the value of the failed bank is likely to be larger if it is resolved earlier 
than insolvency. If the deposit insurer remains a junior creditor as appears to be 
the case in the UK then this symmetry is maintained.  
 
However, in the UK case the authorities do not have the other requirement namely 
that they minimise losses to the deposit insurer. Not only is the UK insurer the 
FSCS a passive participant that pays out on the say of the FSA but the FSA has no 
requirement to minimise the loss, although the cost to the taxpayer is something it 
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should bear in mind. Since the FSCS is financed by the private sector, viz the 
member banks, this seems a slightly strange arrangement as having a duty to 
minimise the cost to the FSCS would only seem fair since the contributions are 
not voluntary. 
 

4.4.4  Toxic Assets 
 
Valuation has proved the most difficult issue in trying to handle problem banks. In 
the US it has meant that the TARP programme has not functioned as intended and 
it has not been possible to purchase assets at what can be adjudged a fair price. A 
revision to accounting practice seems likely, both to get away from the artificially 
low prices that can apply in a recession or when markets fail to function normally 
and to ensure that there are fewer distortionary incentives to move assets off the 
trading book onto the banking book in a way that does not really reflect their use. 
 
From the point of view of whether the bank is a going concern in this period, 
mark to market valuation is probably the most appropriate as this reflects the 
position in the reasonably short run. However, even this is disputable as a central 
bank providing liquidity support against assets that are unsaleable in markets that 
are effectively closed may well be providing a different basis for valuation. From 
the point of view of a takeover, the appropriate value is longer term as the 
acquirer can choose when to realize any assets and may well be prepared to hold 
many of them to maturity – the firesale element is no longer appropriate. 
However, valuation of impaired assets can only be indicative. The true value can 
only be known with the benefit of hindsight, as when an insolvency is worked 
through. In a private sector solution both parties are voluntary contractors. With 
public sector intervention compulsion is normally involved although it may well 
be that the bank applies for assistance because it cannot meet its obligations and 
shareholders may agree a write down in these circumstances.  
 
A valuation of the assets and liabilities of the bank is needed simply for the public 
sector to decide what form of resolution works best, even if it does not ultimately 
decide to take over the bank from the shareholders and hence pay appropriate 
compensation. In a well organized failure it has been possible to organize an 
auction of the assets beforehand, which at least gives a valuation of a form from a 
number of sources according to what potential buyer is prepared to bid. If the 
failure is rapid then there is less to go on and the valuation will be summary in 
nature. In these circumstances it is normal for bidders to insist on some form of 
get out clause if the problems turn out to be much worse than thought at the time 
of the agreement.  
 
One would expect the government to be conservative for a number of reasons. 
First it allows the transaction to be completed in one go and reduces the chance 
that supplementary payments or losses are encountered. Second if shareholders 
are paid too little it will always be possible to pay them out from the accrued 
funds without drawing further on the taxpayer. Lastly, if the valuation is 
conservative it will tend to mean that recapitalization is somewhat more generous, 
which will help in repairing the standing and creditworthiness of the bank. 
 
A fairly rapid determination of what if anything is to be paid to the shareholders 
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should clearly be made but there is no need for this to be final. What has to be 
final is the transfer to public ownership, irrespective of any valuation of the 
shares. If this was a liquidation then it is possible to review at a series of dates and 
make an interim payment, with the last payment being made at the end of the 
process. However, liquidation is normally a unidirectional process, with payments 
only as assets are realized. With compensation to shareholders it is not 
immediately clear to what extent if any they should participate in the recovery of 
the bank. Moen (2004) offers estimates of the return to the Norwegian 
government and Norges Bank in both 1995 and 2001 from their intervention in 
the banking crisis. The individual investments have quite quickly established their 
character, either remaining negative and if anything mounting in cost as the years 
have gone past or turned from loss into profit, with profits rising. 
 
If the issue is not closed fairly rapidly this offers an opportunity for a continuing 
debate only in the cases where the public sector investment pays off, thus giving 
an asymmetric outcome for the investment as a portfolio. This argues in favour of 
the UK style of rapid determination of the extent of compensation. Judicial review 
is of course always possible if a prima facie case can be made that the 
shareholders (or indeed junior creditors) have not been treated fairly. We can 
expect in the case of the Icelandic bank failures in the present crisis that such a 
review will be required as claimants have not all been treated equally. 
Nevertheless, the position of shareholders and creditors is not worsened with 
respect to their treatment under an insolvency when they have to wait for final 
payment if any until all the assets have been sold at the best available price. 
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Table 3 The Key Features of the Different Systems 
 

 Early intervention Temporary 
Government 
control 

Special 
Resolution 
Regime 

Toxic Assets 

US Based on 
supervisory 
information 
(CAMELS) plus 
mandatory capital 
triggers above the 
Basel equivalent 
basic requirement. 
PCA/SEIR (see 
appendix 1 table) 

Bridge bank 
option. FDIC has 
control as receiver 
Only occasionally 
used 

FDICIA 
For deposit 
banks. 
Systemic risk 
exemption. 
Compulsory 
receivership 
when below 
2% leverage 
ratio within 
90 days 

No prior 
arrangement. 
TARP 
introduced 

UK The regular risk 
assessment 
(ARROW2) can 
generate a 
heightened review 

Bridge bank and 
nationalisation 
options. BoE has 
control as 
administrator or 
through exercise 
of stabilisation 
powers 
Nationalisation 
used twice bridge 
bank once but 
major share 
ownership in RBS 
and Lloyds Group 

Banking Act 
2009 for 
banks and 
building 
societies 
Stabilisation 
powers 

No prior 
arrangement. 
Asset 
Protection 
Scheme 
introduced 

NZ No explicit early 
triggers 

Any measure of 
use of public 
funds avoided 
through 
liquidation or 
Bank Creditor 
Recapitalisation 
except guarantee 
of a resolved bank 
RBNZ has control 
through process of 
statutory 
management 

Statutory 
management 

None 
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5. The case for early intervention  
 
Opinion is rather divided on the subject of the nature of triggers for early 
intervention in banks. It has been very obvious that where the authorities have 
managed to start to deal with a problem early that they have managed to come up 
with more organised solutions. Thus in the UK the handling of Northern Rock, 
where intervention started much too late by the FSA’s own admission and that of 
Bradford and Bingley where there was an ordered route to failure and resolution 
form an obvious illustration. The problem with early intervention however is that 
it is not possible to come up with incontrovertible signs. Some cases will 
inevitably be missed while other potential problems will be identified which turn 
out not to be problematic after the event. Where a bank is wrongly diagnosed it 
will not be enthusiastic about paying the fees for enhanced supervision. There is 
thus a possibility for bias among supervisory authorities towards not intervening 
soon enough. Thus, while additional triggers for early intervention will tend to be 
soft they will need to be backed up by incentives for the authorities to act on 
them. 
 
Although not part of the sample it is worth quoting the early warning conditions 
applied by Canada, where the supervisor, the Office of the Superintendent of 
Financial Institutions (OSFI) is responsible for the classification and the deposit 
insurer, the CDIC, is responsible for deciding upon the remedial measures. Like 
the case of the US, shown in the Appendix 1, the CDIC and the OSFI operate a 
five stage procedure in moving progressively towards the resolution of a bank 
with problems, where the first category represents ‘normal activities’ or ‘no 
significant problems’. 
 
The early warning stage is described as follows in the ‘Guide to Intervention for 
Federally Regulated Deposit-Taking Institutions’:  
 

The following conditions could lead to OSFI categorizing an institution as 
Stage 1: 
• the combination of the institution’s overall net risk and its capital and 
earnings compromises the institution’s resilience 
• the institution has issues in its risk management or has control 
deficiencies that although not serious enough to present a threat to 
financial viability or solvency could deteriorate into more serious 
problems if not addressed. 
 

This is thus a suspicion based on describable evidence but not a simple 
quantitative rule as in the US case in Appendix 2. However, as described above 
the purpose of the quantitative rules in the US, based on capital ratios, is to act as 
a backstop and ensure action whereas it is to be expected that the authorities will 
already be concerned above such quantitative ratios. 
 
It would be extraordinarily difficult to harmonize soft triggers across countries or 
indeed to get different groups of people to come up with exactly the same 
conclusions from the same evidence. But this is not particularly important for this 
first trigger that results in more intensive supervision and investigation to 
determine whether there is a problem and, if there is, how serious it may be. In the 
case of Northern Rock, for example, a decision-maker without access to 
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supervisory information could have detected a problem simply from the behaviour 
of the share price, augmented by financial market gossip, some of which was 
reflected in the media (see Figure 2). If one took a version of the Norwegian 
arrangements described in Section 3, a fall in share price by over 25%, 
particularly compared to much of the rest of the industry might be a prima facie 
case for closer supervision and in the Norwegian case for requiring an audit.66 
 
The other trigger which is of crucial importance is the one that triggers the 
implementation of the resolution regime. Here again the US stands out as having a 
‘bright line’ criterion of the leverage ratio, something that it is less easy to 
manipulate. Other countries tend not to have such a hard and fast rule but the key 
feature of the US system that is replicated elsewhere is that it should not be 
necessary to show simply that the bank is unable to meet its obligations, although 
of course that would naturally be a criterion. Banks can continue to operate and 
sell off assets at a discount after they have passed the point of their assets 
covering their liabilities thereby exacerbating the losses to creditors and 
depositors (or the deposit insurer when it succeeds to the insured depositors’ 
claims). Thus most countries tend to have either a forward-looking criterion or an 
assets versus liabilities criterion as is normal in insolvency law.67 
 
For any such closure rule to work effectively all of the work necessary to effect an 
orderly resolution needs to have taken place beforehand. Thus, the early warning 
trigger needs to operate early enough that the position can be evaluated before 
serious action is needed. After this, there needs to be enough time both to try all 
the reasonable routes for recapitalization through the private sector and to prepare 
for resolution should the private sector solution fail. To some extent these latter 
two can take place in parallel but attempting to find purchasers while at the same 
time trying to find another service provider who will be willing to take on the 
deposits of the troubled bank may well interfere with each other. The Bradford 
and Bingley experience suggests that a couple of months is necessary for orderly 
closure. Organizing a sale is similarly likely to take a while if there is to be any 
attempt at due diligence – all this after the period of ascertaining whether there is 
a problem and its extent in the first place. One of the sources of delay is the need 
to get shareholders to agree solutions up to the point that the authorities take over 
from them and enforce a solution. It may be necessary/helpful for the authorities 
to be able to insist that such meetings are convened rather more rapidly than is 
normal or indeed for them to be called before the full nature of the proposal is 
clear. 
 
Such a progressive procedure therefore only works for banks that are declining 
slowly. Handling a more rapid process would require extensive prepositioning, 
certainly extending as far as a living will. 
 
Any detailed requirements for the process of increasingly vigorous attempts to 
find a solution and increasing restrictions on what the bank can do as it declines 
are of less importance than the achievement of early starting points and prompt 

                                                 
66 There are clearly some other issues to consider here as the decline would need to be sustained 
otherwise attempts at short-selling could manipulate the market so as to tip banks into this 
intensive supervision phase. 
67 In the Norwegian case the phraseology is ‘an institution’s assets and incomes combined are not 
sufficient to meet its liabilities in full. 
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closure points before the losses mount. However, a clear process of progressive 
prompt corrective action, whether with quantitative definitions as in the US or 
qualitative ones as in Canada, will help improve the incentives to find a solution. 

6. Cross border issues in EU 
  
Cross-border issues per se are not the concern of this report but where either 
EU/EEA rules or the structure of the cross-border financial system and the 
regulatory actions and intentions of foreign authorities impinge on host countries 
they need to be taken into account in the design of any banking crisis resolution 
policy. The problems that have emerged in the present crisis with Fortis, Dexia, 
Parex and the Icelandic banks all have implications and are dealt with first. 
Second, the EU itself has commissioned some proposals, embodied in the report 
of the de Larosière Group. It appears that there is good likelihood of their being 
adopted in practice as they have been recommended by the Commission, so these 
are also considered briefly. 
 

6.1  Experience in the present crisis 
 
The Icelandic experience has confirmed that the current cross-border 
arrangements in the EU will only work well if the following apply: 
 

(i) where foreign operations are through branches 
a. the operations are not of systemic importance to the host countries 
b. the scale of the whole bank including domestic and foreign branch 

operations is sufficiently small that the home country authorities 
can be expected to manage a resolution that treats all depositors 
equally 

(ii) where foreign operations are through subsidiaries 
a. the operations are not of systemic importance to the host countries 
b. the subsidiaries are of a stand-alone structure and could be handled 

satisfactorily by the host country irrespective of what the home 
decides to do. 

 
If the scale is implausibly large for the home authorities to cope, as with UBS or 
Credit Suisse in the case of Switzerland, then the host authorities will be faced 
with a problem, which they will not be able to handle if either the legal structure 
of the bank is such that they do not have jurisdiction (branches) or the 
organisational structure such that they cannot control the bank on their own. (The 
case of Fortis Nederland and the ABN-AMRO subsidiary shows how the system 
can work if the parts are divisible.) The home authorities are also faced with a 
problem in that while they may be able to contain the domestic problems, they 
will have to renege on their obligations. 
 
If neither (i) nor (ii) apply there are considerable difficulties for a group of 
authorities involved with a cross-border bank even if they wish to be as helpful to 
each other as they can, which is clearly the case with the Nordic banks: 
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• in the first place national concerns will clearly come first and in most 

cases this will be a legislated feature of the regime (take the UK case 
described above where it is only the domestic concerns that are listed) 

• even if foreign concerns could be considered the authorities will not have 
the same set of powers so that symmetric actions can be taken in each 
country  

• there is no obvious means of compelling action by others nor indeed of 
agreeing what that action should be – something much stronger than an 
MoU is required 

• there is no obvious means of weighting the conflicting 
objectives/views/needs of different countries 

• if there is no cross-border control of prior supervision then blame may be 
apportioned in the event of a problem opening up claims for compensation 

 
There are two ways forward at this point: 
 

(1) to consider how the EU should address these problems and come out with 
a comprehensive framework that will result in a form of cooperation that 
will enable each member state to protect its own financial stability while 
participating in the harmonious resolution in problems in cross-border 
financial institutions 

(2) to consider what unilateral and regional steps can be taken by home and 
host countries to ensure that the banks for which they are responsible do 
not represent a threat to financial stability in the event of problems or 
failure. 

 
Only the second of these is addressed here. 
 
However, there are two further aspects of the recent experience that need to be 
addressed before considering implications. The first is illustrated very clearly by 
the experience of Parex in Latvia. Namely, actions taken in one country in a crisis 
purely for the purpose of ensuring the stability of their own banking system can 
have implications for the financial stability of another. The instance is straight-
forward. As the crisis developed, Sweden introduced a guarantee for new 
borrowing in line with most other EU countries and doubled the deposit insurance 
limit to give general confidence in its banks. This had the obvious implication that 
the main Swedish banks would not be allowed to fail. Several of these same banks 
also had operations in the Baltic States. This Swedish guarantee, even though it 
did not apply to the activities of subsidiaries in other countries nevertheless gave 
the clear message that these subsidiaries would also be safe. In Latvia where the 
strains of the crisis were considerable the market also contained one substantial 
domestic bank, Parex. The Latvian authorities could not realistically offer a 
matching guarantee as the outstanding exposures were too large compared to 
GDP. The result was a run on Parex with depositors transferring their holdings to 
the safe, Swedish, banks. Stemming the run and resolving Parex required not just 
major intervention by the Latvian authorities but an IMF loan to underwrite the 
solvency of the country. It is not possible to know what would have happened in 
Parex without the Swedish guarantee but without the run Parex was not facing an 
immediate challenge to its solvency. 
 
Secondly, while most banks in the Nordic region lie within the EU/EEA, US 
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banks are covered by a different legal framework that applies territoriality when 
dealing with an insolvency. As illustrated by the experience in the UK with 
Landsbanki and the initial conclusions of the BIS working group on the issue 
(BIS, 2009), ring-fencing is one of the two key issues that need to be sorted out. 
In ring-fencing there are two possible strategies: 
 

• ex ante ring-fencing whereby the structure of banks is such that in the 
event of failure or trouble, the chances are that the problems within the 
foreign jurisdiction will be manageable separately – in particular that the 
branch/subsidiary has to hold its own capital and that there is not any 
strong opportunity for the parent to claw back assets without matching 
liabilities in the event of a problem. (This is very much the New Zealand 
approach.) 

• ex post ring-fencing whereby the authorities can act once it is known that 
the bank is in trouble to limit the claw back to the parent’s jurisdiction (or 
indeed elsewhere in the banking group). It was in exercising this latter 
approach that the UK created such a furore over Landsbanki as it had to 
use the unfortunately named Anti-Terrorism, Crime and Security Act 2001 
in order to place a Freezing Order on transactions related to the bank.68 

 

6.1.1  Implications for Crisis Resolution in Other Countries 
 
Early  Warning 
The simplest lesson from recent experience is that a country will get less warning 
of what is happening in other countries simply because in most cases it will learn 
second hand. Even if there is supervisory cooperation the information will have 
been interpreted before being passed. Suspicions will have been verified before 
they are reported outside the immediate circles of those who thought they might 
have found a problem.  
 
The consequence of this is that other mechanisms for crisis resolution need to be 
more effective to offset this consequence, e.g. greater ex-ante ring-fencing, greater 
pre-positioning, more rapid escalation of prompt corrective action.  
 
There is considerable opposition to prompt corrective action among many 
supervisors because they see it as unnecessarily restricting their discretion. 
However, the US is largely alone in having such rules applied on it through 
legislation. The case of Canada reflects how such a system can be applied as it is 
self-imposed. Not only does it help the banks understand the process that will be 
applied and the inevitability of speedy resolution by the CDIC if they cannot put 
together an acceptable private sector solution. But it applies self-discipline on 
each resolution so that any departures from the swift and inevitable trajectory 
have to be justified and will be clear in the subsequent audit report. Thus PCA is 
not a straight jacket. Clearly if a deal were a day or two away from completion an 
                                                 
68 Such a Freezing Order is a normal reaction in the event of the failure of a cross-border 
institution as it prevents other jurisdictions imposing a last minute asset grab, as happened in the 
case of the failure of BCCI, for example. The UK example revealed first the deficiency of their 
existing Banking Acts in that the powers were not included and second the highly charged nature 
of these sorts of circumstances. Some counterparties for example thought that the freezing order 
applied to Iceland as a whole and hence there was disruption to the payment system. 
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authority would move a deadline but without deadlines the process can easily 
drift. 
 
Government Ownership 
Overseas ownership of banks poses major problems for government ownership.69 
In the first place unless the entity taken into ownership is free-standing it will be 
very difficult for the government to run it without the cooperation of both the 
parent and the home country authorities. The same should not apply to forming a 
bridge bank or any other technique that involves carving the bank up into units 
that are suited either to operation or to sale. Clearly if the failing entity is a branch 
any action will be dependent upon the cooperation of the home country authorities 
as the host country would have to obtain the assets to be transferred from the 
insolvency estate and this would have to be done on terms acceptable to the other 
creditors. 
 
Special Resolution Regime 
The major problem is clearly the handling of branches of foreign banks. Not only 
does the host authority have little choice other than to see an insolvency should 
the parent fail and not be saved by the home country authority but the insolvency 
proceedings will be joined with those of the parent institution and the host country 
authority will have little control over that either. This includes any payment or 
indeed non-payment of deposit insurance. A separate contingency therefore needs 
to be allowed for which enters into action should the home country default on its 
obligations.  
 
In the case of the Icelandic banks in the UK the effective solution was that the UK 
government paid out the insured depositors and the cost of this was agreed later as 
effectively being a long-term loan to the Icelandic insurer that would be repaid 
over 15 years if Icelandic recovery is sufficiently robust.70 Clearly the Icelandic 
authorities could have refused to agree to this arrangement. In the case of 
Heritable Bank and other subsidiaries the normal SRR could be applied. 
 
Toxic  Assets 
It is not immediately apparent that foreign ownership raises a problem for 
handling toxic assets per se but the idea that it may be possible to exert moral 
suasion over the holder/seller of the assets in return for the service may prove 
more difficult than with a domestic partner. 
 

7. The way forward 
 
The experience of the present crisis has emphasised that however well it has been 
thought out and tested, the drawbacks in a bank resolution regime will only 
become apparent when it is being used in practice. This means that the range of 
powers available to a resolution agency need to be wide to cover unforeseen 
eventualities and that the process of obtaining new powers through parliament in 

                                                 
69 The same problems will apply whoever the new owner is. Inside a single jurisdiction it is easy to 
enforce actions. 
70 A similar arrangement was made in the Netherlands, the other country where there was a 
substantial number of depositors in a branch. 
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an emergency must be swift. The new Special Resolution Regime in the UK that 
was developed over 18 months provides a good illustration. The fact that the 
FDIC has been able to resolve 123 banks between the beginning of 2008 and 
October 2009 using the SRR set out in FDICIA shows the success of this system, 
especially since one, WaMu, with some $300bn in assets was the sixth largest 
bank in the country. (This is in stark contrast to the difficulties in resolving 
institutions such as investment banks, insurance companies and the federal 
housing enterprise organisations that fell outside the SRR.) 
 
The present crisis will have generated a lot of willingness to devote more 
resources to the avoidance of future crises. However, as long as the financial 
system is given the ability to take on risk, which it needs to undertake its role of 
intermediation, the chance of future crises will always exist. Hence adequate 
effort has to be put in to ensuring that the safety net and the process of crisis 
management and resolution is always in good order and ready to operate 
immediately should the need arise. This entails a level of provisioning and pre-
positioning not widely seen outside North America. In a small country such as 
Norway these provisions do not need to be extensive or costly but they must exist 
and be fully operational. 
 
Three main ingredients are necessary: 
 

• appropriate institutions with clear mutually consistent objectives and 
incentives to achieve them 

• enabling legislation to ensure early intervention and resolution of 
problems before the value of banks is totally eroded 

• a full tool kit so that any action required can be put into place rapidly 
without the need for new legislation. 
 

Between them they will handle our four concerns: early intervention, temporary 
public ownership, a special resolution regime and the treatment of toxic assets 

7.1  Appropriate Institutions 
 
The institutions required in this framework relate first to normal times when 
problems need to be identified early and potential risks addressed. These have 
three aspects: 
 

• macroprudential oversight and action to maintain financial stability 
• microprudential supervision 
• high-level coordination among the three main parties (central bank, 

supervisor and government (ministry of finance). 
 

There seems to be widespread acceptance that the first of these should be some 
identifiable part of the central bank – led for example by the deputy governor – 
but in the EU case they seem to want a large scale committee because of the 
number of countries involved, which will be less workable. Since there is a 
potential conflict of interest between the objectives of monetary policy and those 
of financial stability it is important that the requirements of the two objectives 
should remain clear and set out before the conflict is resolved by the highest 
policy authority in the central bank, at which stage the compromise needs to be 
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explained. At present there is a shortage of instruments available to the central 
bank to achieve financial stability so the chance of a conflict is increased. 
 
In troubled times:  
 

• someone needs to be responsible for resolution, 
 

but this agency needs to exist all the time as most of its work will be preparatory. 
It needs to put in place all the mechanisms for each bank such that it can be 
resolved rapidly when the time comes. If this is not an agency separate from the 
supervisor there is an incentive problem as to some extent problems may be 
viewed as a supervisory failure.  
 
This agency must have a clear objective – minimizing losses to the deposit insurer 
for example – unless this is overridden by systemic concerns. In which case the 
override should be explicit. Otherwise there is a danger that practice will not be 
clear to those involved and incentives will be blurred increasing the potential cost. 
There is also a concern here about who should pay if the cost to the deposit 
insurer is increased. The reaction in the UK is that where this is an individual 
bank which is systemically important, this possibility should have been covered 
by a higher premium on the bank itself. Where it is a system-wide problem for a 
range of banks that are not individually systemically important the answer is more 
difficult and would reflect a judgement on whether this was a collective problem 
in the banking industry or outside it. In the latter case a cost to the taxpayer. 
 
In the US and Canada the Deposit Insurer fulfils the role of being the resolution 
agency. In New Zealand everything is combined in the central bank. In the UK 
much of the role is to be undertaken by the Bank of England but the early stages 
remain with the FSA. The Canadian arrangement looks the neatest. The CDIC has 
a staff of around 60. It is not a supervisor but can request information from the 
supervisor and require on-site inspections and heightened supervision. In a small 
country it may be unrealistic to assign the deposit insurer such powers and a UK-
style arrangement may well appeal.71 
 
The biggest problem lies with systemically important banks, i.e. banks where 
some of their functions, particularly their normal banking business must operate 
without a break if financial stability is to be maintained. This may require a 
change to current structures and certainly poses a problem for cross-border banks. 
The idea of ‘shelf-insolvency’ or a ‘living will’ to use the words of Mervyn King 
seems appropriate here. Simplification of structures and divestiture in the most 
complex cases may be required. 
 

• the deposit insurer needs to be able to pay out without a material break in 
the access to funds for depositors. 
 

                                                 
71 There are two obvious reasons. The first is simply that much of the work of such an agency is 
purely preparatory – everyone hopes it will rarely have to perform resolutions. Being part of a 
larger organization will make it possible to be much more flexible in the use of resources. The 
second is that the organization needs to be powerful. There are major vested interests at stake in a 
resolution and the authority will be assigning losses, which will never be a popular task. 
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This entails substantial prepositioning.72 If the deposit insurer is the resolution 
agency then this is all done at one time as in Canada, if it is separate then two 
lines of preparedness are required: 
 

• a high level group is required to oversee the process. 
 
Suggestions vary as to whether this should be the same group that meets under 
normal times. There is a danger of the process being treated as routine if it is 
dominated by normal times. 
 

7.2  Enabling legislation 
 
The Banking Act 2009 in the UK both illustrates what is required and offers a 
good template for powers. However, it lacks two characteristics. The first is a 
clear mechanism that appears incentive compatible for triggering the early 
warning stage whether with respect to individual institutions or the economy as a 
whole. The triggering is to come from the FSA. That may be the only organization 
that is adequately informed.73 The second and related point is that there is no 
mechanism of prompt corrective action. The trigger points are not stated and there 
is no requirement for particular actions or indeed permission for them and no 
timetable as to how fast they should take place. Given the temptations for 
forbearance something stronger seems required here. That said most countries 
seem reluctant to adopt these constraints. In many respects this reinforces their 
importance as those who are reluctant are those who would be pushed to act. 
 
7.3  The toolkit 
 
It seems clear that again the UK Banking Act 2009 has listed much of the 
requirement by being general. On the one hand it is necessary to be able to create 
the required legal forms: 
 

• purchase and assumption – i.e. transfer of all or part of a troubled bank to 
another institution or institutions 

• creation of bridge banks under public control when the problem cannot be 
sorted out fast enough and operations must be kept going either for 
financial stability or least cost resolution – again for all or parts of the 
institution 

• nationalization – as a last resort. 
 

Secondly it is necessary to have all the powers to transfer securities, assets, 
property etc. and to have sufficient prepositioning to make this possible in the 
time available.  
                                                 
72 As noted above this has considerable implications for the form of a resolution. A simple payout 
is likely for only the smallest of banks. The computer systems and the means of accessing the 
accounts in the failing bank will need to be available to whoever is going to do the payout. This 
suggests either a merger and acquisition or a purchase and assumption in the case of all but the 
larger banks, where some bridging arrangement may be required. 
73 In the US the FDIC has the information itself from its supervisory powers. In Canada the CDIC 
believes it can obtain sufficient information from external surveillance and its close links with the 
OSFI. 



65 
 
An interesting question to address here is that it is clearly essential to be able to 
write down or wipe out shareholders against an independent valuation in a manner 
where the decision cannot be challenged in the courts but of course the precise 
valuation can. In Norway it appears to be possible to go further than this and write 
down junior debtors. This makes an important difference to the meaning of Tier 1 
and Tier 2 capital. Normally, only Tier 1 capital can be used up in a resolution and 
using up Tier 2 capital involves closure. If this Norwegian arrangement can be 
exercised without triggering close out clauses then this is a very important 
addition to normal procedures.74 This approach forms the basis of the proposal by 
the Squam Lake Working Group on Financial Regulation (2009) which suggests 
that banks should be required to issue some of their long term financing in the 
form of hybrid capital that can be converted into equity in the event of a crisis. 
Thus recapitalization could be immediate. Obviously such bonds will be more 
expensive than traditional bonds as the exercise of this option would move the 
bondholder from being a senior to being the most junior claimant on the bank. 
This does, however, have the advantage over some of the ideas for contingent 
capital (Rajan, 2009, for example) as the investment has already been made. The 
bondholder does not need to contribute any new capital.75 In either event there is 
no need for the provision of capital by the taxpayer. Bridge banks in the US are 
not capitalized by the FDIC, the guarantee by the FDIC of all new claims stands 
in lieu of such capitalization until such time as the bank can be sold. 
 
Guidelines should be issued for banks on how the resolution and pre-resolution 
tools will be used so they know what to expect (CDIC in Canada provides a good 
example). 
 
An essential element for any resolution system to work well is time. While it has 
to be able to cope with the sudden crises that emerge, as with fraud, when both the 
bank management and the authorities suddenly find out about a massive loss that 
has to be dealt with immediately, most problems emerge over a period of time and 
hence a system that offers a window of two to three months for resolution is likely 
to be adequate, provided the width is created by an early start not delayed failure. 

7.4 The valuation of assets 
 
It is noticeable in the efficient resolution system in the US that problem assets 
frequently get left out of the purchase/transfer and remain for eventual realisation 
in the insolvency. In a sense this is partly a self-solving problem. If due diligence 
reveals enough for both the buyer and the seller (the authorities) to agree on a 

                                                 
74 In New Zealand recapitalization can be achieved directly in the writing down process by writing 
down the claimants beyond the point of equality of assets and liabilities in a more extensive debt 
for equity swap. While others have not adopted this, taking the issue of having extensive hybrid 
capital or contingent capital such that such a recapitalization can be achieved has considerable 
appeal to it. 
75 The Squam Lake Group go on to suggest that there need to be two triggers for the exercise of 
such an option, viz. that the authorities should declare that there is a crisis and that the bank in 
question should breach its regulatory capital requirements. Clearly the second is needed, but it is 
not immediately clear that this option should not be exercisable at any time should the bank get 
into difficulty. It needs to be judged against the other options being suggested for increasing banks 
capital requirements. One is simply that they should hold more equity. Hybrid capital may be less 
costly than this. 
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price then the toxic assets can be taken into the good bank. If it does not then they 
remain in the residual (bad) bank. Other schemes such as that intended in New 
Zealand imply conservative valuation based on imperfect information with 
recompense to those who have thereby lost out when the final values are revealed 
on sale. The deposit insurer will always retain exposure to the impaired assets if 
they cannot be sold but this avoids exposure to the taxpayer. 

7.5 Recommended changes 
To sum up, the following improvements should be considered for a banking crisis 
resolution framework: 

1. A framework for Structured Early Intervention and Resolution that 
includes explicit early warning triggers for intensive supervision that are 
much wider than simple capital adequacy and cover all aspects of risk. 

2. A firm and transparent criterion for bank closure/resolution before all 
capital is eroded. 

3. A clear role and objectives for the resolution authorities (such as cost 
minimisation). 

4. Require all banks to develop acceptable closure plans (“living will”), 
which would enable the authorities to resolve banks swiftly and 
efficiently. 

a. This may involve simpler structures for some of the large complex 
financial institutions and may even require a degree of divestiture 
to ensure that no bank is too big to resolve (fail). 

b. This may also involve negotiation with foreign supervisors to 
ensure either that subsidiaries are adequately structured for such 
intervention or that the home authority will ensure that the host 
country’s standards of resolution will be adhered to if the bank is 
within their jurisdiction. 

5. Make sure that the deposit insurer has in place sufficient prepositioning 
that it can pay out depositors rapidly (1-2 business days) or allow them to 
regain access to their accounts in the event of a bank’s failure without any 
material break.76 

a. this is likely to entail that the insurer is sufficiently well funded and 
staffed, that it has immediate access to government borrowing 
should their own funding be exhausted, and that it has extensive 
knowledge of the structure of the bank’s accounts and their holders 
on a continuing basis. 

6. Clarify the responsibilities for crisis resolution among the central bank, the 
supervisor, the government and the deposit insurer, including the 
responsibility for macro prudential stability and the tools assigned to deal 

                                                 
76 New EU guidelines/legislation can be expected on this topic which will be supportive of the 
suggested action. 
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with it.77  

7. Implement a bridge bank toolkit to be used for fast moving resolution 
among medium and large banks in distress to preserve continuity and 
financial stability.  

8. All of the above assume that the system of microprudential supervision is 
revised in the light of the recent experience and has liquidity as well as 
capital requirements and a clear counter-cyclical basis for risk 
management. 

 

 
  

                                                 
77 In the UK this has required legislative change. 
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Figure 2 The Share Price of Northern Rock and Competitor Banks in the UK in 

the Lead up to the Crisis 

 



  Appendix 1 The Provisions of FDICIA for Prompt Corrective Action 

 
 

   Capital Ratios 
   Risk-Based Capital Leverage 

Category Mandatory Provisions Discretionary Provisions Total Tier 1 Ratio 
Well Capitalized No capital distribution or payment of management fees 

that would cause the bank to become undercapitalized 
 >10% >6% >5% 

      
Adequately 
capitalized 

1.  Same as well capitalized  >8% >4% >4% 

      
Undercapitalized 1. Capital distributions and management fees suspended 1.  Require recapitalization by issuing capital or selling to 

another firm 
<8% <4% <4% 

 2.  Capital restoration plan 2.  Restricting transactions with affiliates    
 3.  Asset growth restricted 3.  Restricting rates on new deposits    
 4.  Prior approval for branching, acquisitions, and new 

lines of business 
4.  Restricting asset growth    

 5.  No brokered deposits 5.  Restricting Activities    
  6.  Improving management by replacing directors or managers    
  7.  Prohibit deposits from Correspondent banks    
  8.  Requiring prior approval for capital distribution by bank 

holding company 
   

  9.  Requiring Divestiture    
      
Significantly 
Undercapitalized 

1.  Same as Undercapitalized  <6% <3% <3% 

 2.  At least one of the 9 discretionary provisions under 
Undercapitalized.  Presumption in favour of  (1) 
(required capital issuance only), (2), and (3). 

    

 3.  Senior officer compensation restricted     
      
Critically 
Undercapitalized 

1.  Any action authorized for significantly 
undercapitalized banks 

   <2%** 

 2.  Payments on subordinated debt prohibited*     
 3.  Conservatorship or receivership within 90 days*     
*  Not required if certain conditions are met  
**  Tangible equity only 
Note, this is a general summary of PCA only.  Other parts of the U.S. Code may also impose limits based on a bank’s capital category. 
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Appendix 2 The Official Reports Relating to the Banking Crisis and its Management in the UK 
 

FSA Annual Report 2009 http://www.fsa.gov.uk/pages/Library/corporate/Annual/ar08_09.shtml  

Bank of England Annual Report 2009 http://www.bankofengland.co.uk/publications/annualreport/  

Banking Act 2009 http://www.hm-treasury.gov.uk/fin_banking_act2009.htm  

Tripartite consultation papers leading up to the 
Banking Act 2009 

http://www.hm-treasury.gov.uk/d/consult_depositorprotection010708.pdf  
http://www.hm-treasury.gov.uk/d/consult_finstab_specialresolution220708.pdf  
http://www.hm-treasury.gov.uk/d/banking_stability_pu477.pdf  
http://www.hm-treasury.gov.uk/d/consult_bankingreform111007.pdf  

Banking (Special Provisions) Act 2008 and 
NR & B&B transfer and compensation orders 

http://www.hm-treasury.gov.uk/banking_specialprovision_bill.htm  

Financial Services and Markets Act 2000 http://www.hm-treasury.gov.uk/rsf_fsma_index.htm  

WP on Reforming financial markets http://www.hm-treasury.gov.uk/reforming_financial_markets.htm  

WP on effective resolution of failing 
investment banks 

http://www.hm-treasury.gov.uk/consult_investment_banks.htm  

Tripartite Memorandum of understanding http://www.fsa.gov.uk/pubs/mou/fsa_hmt_boe.pdf  

CP on increasing FSCS protection to £50k http://www.fsa.gov.uk/pages/Library/Policy/CP/2008/08_15.shtml 

PS on faster FSCS payout http://www.fsa.gov.uk/pages/Library/Policy/Policy/2009/09_11.shtml  

CP on FSA responsibilities under Banking Act http://www.fsa.gov.uk/pages/Library/Policy/CP/2008/08_23.shtml  

CP on new liquidity rules http://www.fsa.gov.uk/pages/Library/Policy/CP/2008/08_22.shtml  

CP on deposit protection reform http://www.fsa.gov.uk/pages/Library/Policy/CP/2009/09_03.shtml  
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The Turner Review http://www.fsa.gov.uk/pages/Library/Corporate/turner/index.shtml  

DP accompanying the Turner Review http://www.fsa.gov.uk/pages/Library/Policy/DP/2009/09_02.shtml  

FSA internal audit report on FSA re: Northern 
Rock 

http://www.fsa.gov.uk/pages/Library/Other_publications/Miscellaneous/2008/nr.shtml  

Tory proposals http://www.conservatives.com/News/News_stories/2009/07/Our_plan_for_sound_banking.aspx  

Budget 2009 http://www.hm-treasury.gov.uk/bud_bud09_index.htm  

BIS strategy in response to crisis http://www.bis.org/press/p090330.htm  
http://www.bis.org/list/press_releases/said_7/index.htm  

De larosiere report on financial services in the 
EU 

http://ec.europa.eu/internal_market/finances/docs/de_larosiere_report_en.pdf  

 

UKFI Business Plan 2009-10 http://www.ukfi.gov.uk/releases/UKFI%20Business%20Plan%2020090625.pdf  

UKFI Framework Document http://www.ukfi.gov.uk/releases/Framework%20Document%20July%20Revised%20Version.pdf  

UKFI Annual Report 2008-09 http://www.ukfi.gov.uk/releases/UKFI%20Annual%20Report%202008-2009.pdf  

OFT Financial Services Plan July 09 http://www.oft.gov.uk/shared_oft/reports/financial_products/oft1106.pdf  

OFT report on Northern Rock http://www.oft.gov.uk/news/press/2009/28-09  

OFT statement on Lloyds TSB - HBOS http://www.oft.gov.uk/news/press/2008/108-08  

Treasury statement on LTSB-HBOS 
merger 

http://www.hm-treasury.gov.uk/statement_chx_180908.htm  

Government webpage on the merger of 
LTSB-HBOS  

http://www.berr.gov.uk/whatwedo/businesslaw/competition/mergers/public-interest/financial-
stability/index.html  
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Speech by Neelie Kroes, EU 
Commissioner 

http://europa.eu/rapid/pressReleasesAction.do?reference=SPEECH/09/324&format=HTML&aged=
0&language=EN&guiLanguage=en  

Bank of England- Dunfermline in the 
SRR 

http://www.bankofengland.co.uk/publications/news/2009/030.htm  

IMF paper on bank restructuring. UK 
referred to from page 31 

http://www.imf.org/external/pubs/ft/spn/2009/spn0912.pdf  

EU Competition Commissioner http://ec.europa.eu/competition/sectors/financial_services/financial_crisis_news_en.html  

EU Competition Commissioner – list of 
decisions 

http://ec.europa.eu/competition/sectors/financial_services/news.html  

Walker Review http://www.hm-treasury.gov.uk/walker_review_information.htm  

FRC Review of the Combined Code of 
Corporate Governance 

http://www.frc.org.uk/corporate/reviewCombined.cfm  

Bank of England Special Liquidity 
Scheme 

http://www.bankofengland.co.uk/markets/sls/  

 

Banking Crisis: Regulation & Supervision http://www.publications.parliament.uk/pa/cm200809/cmselect/cmtreasy/767/76702.htm  

Banking Crisis: Reforming Corporate Governance 
and Pay in the City 

http://www.publications.parliament.uk/pa/cm200809/cmselect/cmtreasy/519/51902.htm  

Banking Crisis: Dealing with the Failure of the UK 
Banks 

http://www.publications.parliament.uk/pa/cm200809/cmselect/cmtreasy/416/41602.htm  

Banking Crisis: The Impact of the Failure of the 
Icelandic Banks 

http://www.publications.parliament.uk/pa/cm200809/cmselect/cmtreasy/402/40202.htm  
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House of Commons Scottish Affairs Committee 
report on Dunfermline Building Society 

http://www.publications.parliament.uk/pa/cm200809/cmselect/cmscotaf/548/54802.htm  

 
 
 




