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Bank resolution and systemic risk
• Experience of the Global Financial Crisis has led to a major overhaul of 

bank resolution frameworks across the globe
• Dodd-Frank Act; BRRD

• Objective: no more taxpayer bail-outs; minimising negative effects of 
bank failure on rest of financial system and the real economy

• These frameworks have been used successfully for idiosyncratic bank 
failures (e.g., Banco Espirito Santo, 2014)

• Have they passed the test in 2023? 
• BUT: Can they be used during systemic stress situations? 



An attempt at a conceptual framework



External costs of bank failure – or why 
do we need bank resolution?

• Domino problem
• Network, interconnectedness

• Hostage problem
• Depositors panic
• Contagion through payment system

• Fridge problem
• Destruction of lending relationship, soft information

• How to overcome them?
• And how to avoid moral hazard? 
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Our approach

• Analyse the relationship between systemic risk and bank resolution regimes 
around “exogenous” crisis events (“shocks”)

• Focus on market perceptions about systemic risk of individual banks: ∆CoVaR

• How do these market perceptions change after system-wide shocks across 
countries with different bank resolution frameworks?

• Capture differences of resolution regimes, while controlling for other differences 
across banks/countries

• Use an event-study/difference-in-differences estimation framework 



What does theory tell us?
• A comprehensive framework, allowing early intervention, and providing ample tools for resolution of 

failing banks (including bail-ins): 
• reduces moral hazard risk and increases incentives of banks to differentiate themselves in their risk profile
• reduces incentives for too high leverage on banks' balance sheets
• reduces uncertainty and limits the negative economic effects of bank failure for the broader economy

• BUT:
• A rule-based system that ties regulators' hands can result in suboptimal decisions if regulators have private 

information about bank performance
• Rule-based bail-ins might make banks more vulnerable to adverse events and thus destabilize the financial system 

in the middle of a crisis, through direct interlinkages of banks holding each others' claims, as well as information 
effects and a sudden reassessment of bank risk;

• If bailouts of failing banks protect other banks from contagion, they can provide incentives to reduce risk-taking
• Economic costs of too rigid an application of rules



The FSB’s key 
attributes for an 
effective bank 
resolution regime

(served as 
blueprint for 
BRRDC in EU)



Components of bank 
resolution index



Bank resolution index across 22 countries



Bank resolution index across regions



Going into more detail…
• Use principal component analysis to identify independent components of 

the resolution framework:
• Bail-in framework: (i) the existence of a bail-in tool, (ii) a minimum requirement 

of eligible liabilities that can be bailed in, and (iii) the provision that public 
resources may only be used after a bail-in was conducted.

• Management replacement: resolution authority has the authority to (i) remove 
and replace bank management and (ii) appoint an administrator.

• Administrative process: (i) no court process needed for resolution; resolution 
authority has the power to (ii) operate and resolve the firm and (iii) ensure the 
continuity of essential services and functions.

• Resolution authority
• Managing losses: (i) a bank can be liquidated without a court procedure, (ii) 

there is a resolution fund and (iii) the resolution authority can establish an asset 
management company.



Principle Components over time



How to measure systemic risk 
contributions
• ∆CoVar is difference between the value at risk (VaR) of the financial 

system conditional on a particular institution experiencing extreme losses 
and the value at risk of the financial system conditional on the same 
institution's asset returns being at their median level. 

• ∆CoVaR represents the marginal contribution of a specific bank to the 
total risk of the financial system

• This measure captures not only risk spill- overs within the financial system 
due to individually systemic financial intermediaries but also of institutions 
that are systemic as a part of a herd

• Based on stock market data and quantile regressions





∆CoVar over time



System-wide Shocks
• Outbreak of the subprime crisis:  August 9-11, 2007
• Lehman Brothers’ collapse: September 15, 2008
• Greece’s bailout: May 5, 2010 - Announcement of the 1st Bailout 

Package and the 3rd Austerity Package (followed by riots in 
Greece)

• US Government Rating Downgrade by Standard & Poor's : August 
5, 2011

• Greece’s sovereign debt swap (PSI): March 9, 2012
• Draghi’s “Whatever it takes” announcement: July 26, 2012
• Cyprus' bail-in: March 18, 2013.



Methodology

• Focus on a period of 80 days before the event (“normal times”) and 7 days after the event

• Two-way clustering at day and bank-level



∆CoVar after lehman shock 
(Red: above median, blue: below median, resolution index







Summary of results

• After a negative system-wide shock, systemic risk increases, and it increases more in the 
presence of a more comprehensive resolution regime (after controlling for bank and country 
characteristics). 

• After a positive system-wide shock, systemic risk decreases, and it decreases more in the 
presence of a more comprehensive resolution regime. 

• Results suggest that bank resolution regimes have amplifying effects for system-wide 
events: they increase rather than dampen the swings in systemic risk in response to 
financial shocks. 

• Results are thus consistent with theories focusing on the destabilising effects of bank 
resolution framework during system-wide distress situations.



Robustness tests
• Weighted regressions (each observation weighted by inverse of number of banks in 

respective country)

• Exclude the Global Systemically Important Banks (G-SIBs) to mitigate concern that 
some of the larger banks in our sample have significant presence in several countries 
and therefore more than one resolution framework would apply

• Bank resolution frameworks can only help address systemic risk if all the key 
attributes identified by the FSB are in place, but no evidence that our main findings 
would not hold at very high levels of the resolution index, if anything the results 
become stronger at very high levels of the resolution index.

• More comprehensive regimes may have been implemented in countries with higher 
levels of systemic risk. Therefore, we add an interaction of the shock with initial 
∆CoVaR



Robustness tests



Other robustness tests

• Alternative definitions of leverage:  Tier 1 capital ratio and Tier 1 capital to 
total assets

• Instrumental variables for bank resolution (Laeven and Valencia, 2018): 
• Ratio between bailout-related fiscal costs and the overall output loss in the latest crisis 

in a country
• Number of banking crises over past 40 years



Components of bank resolution framework

• Designation of a resolution authority is a beneficial contribution to resolution 
frameworks even during system-wide shocks. In contrast, the bail-in 
framework and specific powers for the resolution authority seem to drive the 
amplifying effect of resolution framework in times of system-wide shocks

• BUT: bail-in rules came into force only after most of our system-wide shocks 
- absence of a bail-in framework does not seem to be associated with an 
amplification of negative system-wide shocks



Components of resolution framework



Bank-specific events

• Société Générale's admission to 4.9 billion euro rogue trading 
losses: January 21, 2008

• Bear Stearns’ collapse: March 14-17, 2008
• Start of resolution of Portuguese Banco Espirito Santo: August 4, 

2014
• Deutsche Bank’s announcement of AC6.8 billion losses: January 

21, 2016
• The bailout of Banca Monte dei Paschi di Siena: January 26 -28, 

2013



∆CoVar after Deutsche Bank anouncement
(Red: above median, blue: below median, resolution index





More recent turmoil

• Monte de Paschi di Sienna asks for a new bailout in the form of 
precautionary recapitalization by Italian state: December 23, 2016

• The resolution of Banco Popular: June 6, 2017
• The recapitalization of Monte de Paschi di Sienna takes place:, with bail-in, 

July 5, 2017
• Silicon Valley Bank’s collapse: March 10, 2023
• The Saudi National Bank announces that it will not recapitalize Credit 

Suisse: March 15, 2024



More recent turmoil



Summarising the bank-specific results

• A more comprehensive bank resolution regime has either no effect, or it 
even reduces systemic risk for negative idiosyncratic events, controlling for 
bank and country characteristics.

• Thus, opposite effects from system-wide shocks



Policy implications

• Bank resolution raised systemic risk in response to system-wide 
shocks (but not for idiosyncratic shocks)

• Results warn against too high expectations of the power of 
resolution regimes in system-wide crises

• Need for additional instruments: 
• introduce a strictly defined financial stability exemption for bail-in rules 

during systemic distress periods (IMF, FSAP, 2018)
• systemic crisis preparation and crisis management have to take a 

more prominent role within financial safety nets



Conclusions

• Significant changes in how we think and go about bank resolution over past 
10 years

• Bail-in with specific resolution measures works in case of bank-specific 
failures

• Limitations of bank resolution framework for systemic distress very clear!

• Bail-in vs. bail-out?  
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