FINANCIAL SCIENCES NAUKI O FINANSACH

$ sciendo Year 2018, Vol. 23, No. 3

ISSN 2080-5993
e-ISSN 2449-9811

STRUCTURE OF THE PASSIVE SIDE OF A BANK’S
BALANCE SHEET VERSUS THE PARI PASSU
AND NO-CREDITOR-WORSE-OFF RULES

Magdalena Kozinska

SGH Warsaw School of Economics, Warsaw, Poland
e-mail: mkozin@sgh.waw.pl

ORCID: 0000-0001-8767-6545

© 2018 Magdalena Kozinska

This is an open access article distributed under the Creative Commons Attribution-NonCommercial-
-NoDerivs license (http.//creativecommons.org/licenses/by-nc-nd/3.0/)

DOI: 10.15611/fins.2018.3.07
JEL Classification: GO1, G18, G21, G28, G32, G33, H12

Abstract: The passive side of a bank’s balance sheet is characterized by considerable variety.
Additionally, the intention of the supervisors is that the bank losses are covered according to a specific
order, which foresees that the owners are the first to be exposed, followed by the creditors (but some
of the bank’s liabilities are essential for the continuation of the operations and it is not recommended
that they are redeemed or converted into shares). The sequence of covering losses expected in the
supervisory regulations is often inconsistent with the order resulting from the hierarchy of claims
established in the bankruptcy law. In such a situation, implementing actions involving the write-down
or conversion into shares of subsequent categories of debt may entail breaking the basic principles
of bankruptcy and resolution law: the pari passu and no-creditor-worse-off rules. The purpose of the
article is to identify situations in which the indicated rules are breached, as well as to review and
evaluate national solutions that have been implemented to ensure compliance with the above mentioned
rules. To this end, the relationship between the structure of the passive side of the bank balance sheet,
supervisory regulations in the area of capital adequacy and the resolution principles were analyzed. As
a result, four situations have been identified where there is a risk of breaking the already mentioned
rules. The review of national solutions implemented to address the problem suggests that they lead
mainly to its shift to the next category in the claims’ hierarchy, but does not eliminate it. A similar effect
is also provided by the amendment of the BRR Directive, which aims mainly to harmonize solutions
introduced at national level.
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1. Introduction

A distinctive feature of banking activity is high leverage, which results from the
domination of foreign sources of financing (mainly deposits, but also, for example,
bonds). Own capital, although significantly strengthened in recent years', accounts
for the smaller share in the banks’ balance sheet total. Nevertheless, equity constitutes
an essential (and first) source of financing the losses. Share capital (together with
other instruments classified as Common Equity Tier 1 capital) is a category, which
— from the point of view of a banks’ stability — ensures funds for covering the losses
resulting from current, on-going operations. At the same time, charging the banks’
shareholders is a relatively transparent and uncontroversial mechanism. Nonetheless,
it often happens that the amount of a bank’s equity is insufficient to cover its losses
(this is usually the case when the bank has started the procedure of restructuring
and orderly liquidation, the so-called resolution) and it is necessary to also make
the bank’s creditors financially accountable for the bank’s activities. Such a solution
usually raises many objections, since the influence of creditors on the bank is limited.
In addition, the diversity of the functions of the bank’s liabilities frequently raises
doubts as regards the economic justification for their redemption (e.g. the claims of
depositors who entrust their savings to the bank). Therefore in most national legal
frameworks there are hierarchies of claims (often adapted to the characteristics of
banks), which determine the order of charging shareholders and creditors the losses.
Nevertheless, several types of banks’ liabilities, which play different roles and are
treated diversely by the supervisor (since they result from e.g. financing or hedging
operations), may sometimes be assigned to one category of claims.

The aim of the article is to analyze the relationship between the structure of
bank liabilities, the hierarchy of claims and the effectiveness (irrevocability) of
the intervention measures towards a bank threatened with bankruptcy (i.e. at the
resolution stage), as well as a review of the national solutions aimed at reducing the
barriers identified in practice.

To this end, a brief description of the structure of a bank’s liabilities and the
sequence of covering losses by bank stakeholders in accordance with the reverse
order of claims hierarchy were carried out. Next, a synthetic depiction of the topic of
the claims hierarchy, its relation to banking and (as a result of interactions between the
indicated areas) the risk of violating the basic rules of bankruptcy law in the resolution
process (pari passu and no-creditor-worse-off, NCWO, rules)? was conducted. The

' This is evidenced by the observations of the European Banking Authority (EBA) and the results
of its stress tests. According to the information provided in the publication about the outcome of the
latest survey on bank resilience for shock scenarios, from 2011 to the end of 2015, the average cap-
ital base of banks in the European Union (EU) increased by over 4 percentage points. Source: EBA,
2016 EU-WIDE STRESS TEST, http://www.eba.europa.ecu/documents/10180/1532819/2016-EU-wide-
stress-test-Results.pdf (accessed on 13.11.2017).

2 These rules will be described later in the article.
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second part of the article presents an overview of national and European solutions
aimed at reducing the identified risks. The discourse is completed with conclusions
for more optimal banking sector regulations.

2. Structure of a bank’s passive side of balance sheets

The basic category of the passive side of a bank’s balance sheet are its own funds®.
However, this category is quite differentiated and divided into three subcategories:

1. Common Equity Tier I (CET1).

2. Additional Tier 1 Capital (AT1).

3. Tier 2 Capital (T2).

The division into the abovementioned categories results from the regulations
regarding bank capital adequacy, for which the binding legal basis in the European
Union (EU) is CRR Regulation®.

Tier 1 core capital consists mainly of the ownership instruments®. However,
their strong diversity within the EU is visible. The inclusion of the instrument in
the calculation of own funds is conditioned by the earlier acknowledgement by
the EBA, which maintains a list of accepted securities. According to the latest
breakdown prepared by the authority, this list® embraces 130 different instruments
(mainly various kinds of shares), 30 of which are being gradually excluded from the
calculation (i.e. are covered by the so-called grandfathering). The largest diversity of
instruments is characteristic for Germany (17 different securities), the smallest — for
Bulgaria, Estonia, Slovenia and Slovakia (1 in each country). A concise summary of
the number of CET1 instruments accepted in each Member State is included in the
table below.

According to the World Bank, on a global scale the average share of banks’ equity
(in different forms) in their assets is slightly over 10%’. The remaining part, almost
90%, are foreign sources of financing. Some of them are included in the calculation
of the bank’s own funds, i.e. AT1 and T2. They take the form of debt instruments
whose features are presented in the table below. At the same time for banks operating

3 Tt should be emphasized that the notion of own funds is not equal to the notion of equity. The
concept of own funds is usually broader, as it also includes (in addition to equity instruments that are
usually own capital) debt instruments that fulfill specific features.

4 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013
on prudential requirements for credit institutions and investment firms, amending Regulation (EU) No.
648/2012.

5 Additionally, CET1 includes also, among others, share premiums, profits from the current report-
ing period, retained earnings and general bank risk funds.

¢ The most recent list of ownership instruments recognized by the EBA in the calculation of own
funds was published in May 2017 and is available on the website of the authority: http://www.eba.
europa.eu/regulation-and-policy/own-funds (accessed on 14.11.2017).

7 Source: data as of the end of 2015, https://data.worldbank.org/indicator/FB.BNK.CAPA.
ZS?nd=2016&start=2010 (accessed on 14.11.2017).
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Table 1. Number of financial instruments classified by the EBA as eligible to CET1

in each Member State

Member State Number of CETI Member State Number of CETI
instruments nstruments
Austria 14 Italy 5
Belgium 4 Latvia 2
Bulgaria 1 Lithuania 3
Croatia 3 Luxemburg 7
Cyprus 2 Malta 3
Czech Republic 4 Poland 5
Denmark 3 Portugal 7
Estonia 1 Romania 3
Finland 6 Slovakia 1
France 10 Slovenia 1
Germany 17 Spain 4
Greece Sweden 3
Hungary 2 Netherlands 2
Ireland 5 Great Britain 7
Source: own work based on the data from EBA.
Table 2. Characteristics of AT1 and T2 instruments
Criterion of comparison AT1 T2
Minimum maturity Perpetual (option to redeem no 10 years
carlier than after 5 years)
Cancellation of the coupon Fully optional Not applicable
Subordination Subordinated (senior to CET1) Subordinated (senior to AT1)
(junior subordinated) (senior subordinated)
Possibility Activation CET1<5,125% Not applicable
to use the Mechanism Temporary write-down Not applicable
mnstrument to Permanent write-down
loss absorption Conversion to shares
during normal
business activity
Possibility Activation Positive assessment of the Positive assessment of the
to use the conditions activating the conditions regarding the
instrument to resolution or declaration of the resolution or declaration of
loss absorption bankruptcy the bankruptcy
in liquidation Mechanism Permanent write-down or Permanent write-down or
conversion to shares conversion to shares

Source: own work based on CCR Regulation.
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in the EU, the average value of the sum of CET1, AT1 and T2 instruments to risk-
weight assets is approximately 18.2%?.

In addition to the debt classified as AT1 or T2, banks may also issue other forms
of liabilities not included in the calculation of own funds but counted towards the
MREL’ or TLAC' requirement. In the European legal framework they are called
“eligible liabilities” and have to meet several conditions. The most important of
them are a residual maturity is of at least one year, and the liability does not result
from a derivative or deposit. For the TLAC requirement it is necessary that the
liabilities are also subordinated to the liabilities excluded from the TLAC calculation
(the so-called subordination requirement''). The preconditions set for liabilities to
be qualified as eligible liabilities are therefore significantly less restrictive than for
CET1, AT1 and T2.

Moreover, banks may finance their operations through the issuances of
instruments that are not considered as part of any supervisory requirements (e.g.
covered bonds, structured instruments or derivatives). In the case of the majority of
banks, obtaining deposits is the key source of raising funds for their operations. The
share of deposits in the assets of banks operating in the EU is shown in the chart
below.

As results from the abovementioned concise overview of possible sources of
financing the bank’s operations, both capital and liabilities are characterized by
a significant variety. From the supervisory point of view, the structure of the passive
side of a bank’s balance sheet should, however, allow absorbing potential losses
in accordance with the sequence shown in the diagram below. This order foresees
charging with bank losses the holders of the instruments included in the subsequent,
broadly defined categories of capital or liabilities. However, the diversity of securities

8 Source: Statistical Data Warehouse, European Central Bank (accessed on 17.11.2017).

? MREL is a requirement for own funds and eligible liabilities, the fulfillment of which is to ensure
that the resolution authority has the possibility to apply the bail-in tool to cover the bank’s losses in case
of its bankruptcy (or near bankruptcy). It is determined individually for each bank by the resolution
authority. More about the MREL requirement can be found in: O. Szczepanska, MREL and TLAC i.e.
how to increase the loss absorption capacity of banks, Bezpieczny Bank 3(60)/2015, pp. 41-47.

10 TLAC is the requirement for the bank to have an adequate amount of own funds and a certain
minimum amount of debt (subordinated) liabilities that are to ensure the possibility to apply a bail-in
tool. Its level has been determined by the Financial Stability Board (FSB) and amounts to a min. 18%
of risk-weighted assets and 6.75% of the bank’s total exposure. The requirement is applicable towards
global systemically important banks. This means that the TLAC requirement is convergent with the
MREL. Differences exist only in the technical details of their determination and maintenance. More
about the TLAC requirement in: O. Szczepanska, MREL and TLAC..., op. cit.

I The introduction of such a requirement with regard to the MREL is currently being discussed
on the EU forum: Proposal for a DIRECTIVE OF THE EUROPEAN PARLIAMENT AND OF THE
COUNCIL amending Directive 2014/59/EU on loss-absorbing and recapitalisation capacity of cred-
it institutions and investment firms and amending Directive 98/26/EC, Directive 2002/47/EC, Direc-
tive 2012/30/EU, Directive 2011/35/EU, Directive 2005/56/EC, Directive 2004/25/EC and Directive
2007/36/EC.
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of non-financial institutions in total assets.

Source: European Banking Federation, European Banking Sector Facts & Figures 2015, http://www.
zyyne.com/zh5/187540#p=14 (accessed on 15.11.2017).
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eligible for each of them is significant (which is associated with the wide range of
banks’ funding sources).

In relation to the particular forms of banks’ capital or liabilities, it is worth
emphasizing that their categories have been designed to cover bank losses at two
separate stages, i.e.:

e during normal business activity (going-concern),
* in the event of insolvency / bankruptcy (gone-concern).

Table 3. Division of bank funds and liabilities depending on the nature in covering bank losses

Examples of balance
P .
Stage urpose sheet items

Going concern Coverage of ongoing losses CET1
resulting from the business AT1

Gone concern Coverage of bank losses in the T2
event of insolvency / bankruptcy | Liabilities not included in
(via redemption or conversion own funds (e.g. eligible
possible under the powers of liabilities)
the resolution authority or in the | Deposits above the guarantee
event of liquidation) level

Source: own work.

3. Hierarchy of claims

As presented in the previous paragraph of the article, the expectation of the regulators
in the field of capital adequacy and crisis management is that subsequent categories
of instruments issued by banks participate in covering their losses in a strictly defined
order. However, this solution is not always consistent with applicable bankruptcy
law in particular countries.

The bankruptcy law of each country determines the order of satisfying the claims
of particular creditors’ groups of the failing entity, establishing a hierarchy of claims
which determines the categories of instruments with different levels of subordina-
-tion/preference.

Many countries have adjusted the claims hierarchies to the characteristics of the
banking activity (by including at least categories of claims which result from CET1,
AT1, T2 instruments). However, this is not the rule. For example, in countries such
as Cyprus, Estonia, Finland, France, Ireland, Latvia, Lithuania and Luxembourg,
the hierarchies of claims do not refer to typically bank categories regarding capital
adequacy or orderly liquidation. In other countries, including Poland, the hierarchy
of claims is adapted to the specificities of banking operations in such a way that
a separate sequence of satisfying bank claims has been established (e.g. CET1)'2.

12 Article 440 of the Act of 28 February 2003 r. Bankruptcy law (Dz.U.2016.2171 with later changes).
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* The division presented above is only illustrative. In each country, the number of existing
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specific character.

Fig. 3. Hierarchy of claims — an overview

Source: own work based on: A. Machowska (red.), Prawo restrukturyzacyjne i upadtosciowe. Za-
gadnienia praktyczne [Restructuring and bankruptcy law. Practical issues], Wolters Kluwer,
Warszawa, 2016, pp. 270-383.

Simultaneously, in Italy and Slovakia, holders of securities classified as CET1 and
AT1 are treated equally in the event of bankruptcy, i.e. they are included in the same
preference group'®.

The abovementioned issues mean that the supervisory order of covering the
losses in the event of bankruptcy does not coincide with that which results from the
hierarchy of claims in bankruptcy law, therefore there is a risk that the following
situations may occur:

* Situation 1 [Two supervisory categories — two instruments in one category in the
claims’ hierarchy]: The resolution authority decides that it is sufficient for losses
to be covered by one (first) category of instruments (CET1), while, according
to the insolvency law, also other instruments (e.g. AT1) are in the same priority
group. This means that the CET1 holders suffered higher losses than in the case
of hypothetical bankruptcy (then the losses would be divided among all holders
of instruments included in a given seniority group).

» Situation 2 [Two supervisory categories — one instrument according to the
hierarchy of claims]: The resolution authority decides that losses will be covered
by all instruments included in CET1, AT1 and T2. Instruments with features that
would qualify them for T2 capital were not fully included in the calculation of
own funds. This means that instruments with the same characteristics (and to the

13 Annex 3 — Insolvency Ranking in the jurisdictions of the Banking Union, https://srb.europa.
eu/sites/srbsite/files/ldr - annex_on_insolvency ranking 13 02 2017 final.pdf  (accessed on
15.11.2017).
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same seniority under bankruptcy law) were partially included in T2 capital, and

in part not. However, only the instruments classified as T2 capital were burdened

with losses, although according to bankruptcy law they should have been treated
in the same way.

* Situation 3 [One category in the hierarchy of claims — a few instruments]: The
resolution authority decides that due to the level of losses they will be covered
by the holders of instruments classified as CET1, AT1, T2 and, subsequently, by
- holders of senior (unsecured) debt (the so-called vanilla senior debt). However,
in bankruptcy law this has the same level of seniority as, for example, structured
instruments and corporate deposits. Therefore, as part of the resolution, it
incurred higher losses than would have been incurred if the bank was liquidated
as under the standard bankruptcy proceedings.

* Situation 4 [One category in the claims’ hierarchy - several instruments, including
those excluded from bail-in]: The resolution authority decides that the losses of the
bank should be covered by holders of CET1, AT1, T2 and senior debt. This debt is
included in the hierarchy of claims to the same group, in which there are liabilities
resulting, for example, from renting a building in which the bank’s head office is
located. However, these liabilities are excluded from the bail-in. This means that
from the point of view of bankruptcy law, bank creditors classified in the same
category in the hierarchy of claims have been treated in a different way.

The situations identified above are examples of a possible breach of the pari passu
and no-creditor-worse-off rules (the consequences of which may be the necessity to
pay damages to bank creditors) which they will be characterized in the next section.
However, the indicated problems would not exist if all supervisory categories (or
regarding orderly liquidation) were identical with those from the claims’ hierarchy.
This problem is particularly evident in relation to liabilities falling under the MREL
requirement. Their subordination to the bank’s remaining liabilities ensures that
within the MREL, the resolution authority has a reliable and effective source of
financing the losses of the bank. The lack of appropriate regulations results in the
risk that the MREL will not be an indisputable source of financing for the resolution.

4. Pari passu and NCWO rules —
the risk of breaching them in resolution

The pari passu and no-creditor-worse-off (NCWO) rules are the basic principles
applicable in bankruptcy law as well as in the resolution of banks.

The pari passu principle means that the creditors who, according to the hierarchy
of claims, belong to the same group, should be treated in the same way. According
to this rule, holders of instruments belonging to one category of seniority should be
burdened with losses equally'*.

4 A. Machowska (red.), Prawo restrukturyzacyjne i upadiosciowe. Zagadnienia praktyczne [Re-
structuring and bankruptcy law. Practical issues], Wolters Kluwer, Warszawa 2016, p. 321.
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The no-creditor-worse-off principle means, in turn, that as part of the
interventions towards the bank, holders of particular instruments should not end
up in a worse position than if standard bankruptcy proceedings had been applied.
This is tantamount to the fact that the bank’s creditors should not, as a result of the
resolution action, suffer higher losses than the losses they would have suffered in the
event of the bank’s bankruptcy?’.

Breaking the abovementioned rules means that the holders of financial
instruments, who have been exposed to higher losses as a result of the resolution
authority’s actions, may apply for compensation paid by the resolution authority
from the resolution fund. Breaching the rules occurs in each case identified in the
previous paragraph of the article. Such situations jeopardize the effectiveness of
interventions, because it undermines their reliability.

This problem has been partially identified by some EU Member States. In
response to the abovementioned challenges, they introduced (or plan to introduce)
modifications of the national bankruptcy laws in such a way that the actions
undertaken in the course of resolution would not violate the basic principles adopted
not only in the doctrine of bankruptcy law, but also in the principles of resolution
execution specified in the BRR Directive.

5. Solutions proposed in some EU Member States

The group of countries in which reforms of the hierarchy of claims were undertaken
includes Belgium, France, Spain, Germany and Italy. An approach to the problem
of subordination was also developed in Great Britain. The difference in the case of
the last indicated country (in comparison to the previously listed) consists in the
stronger emphasis on structural subordination. The previously mentioned countries
decided to introduce statutory or contractual subordination of claims. In this part of
the article, the solutions applied by particular countries will be characterized.

Many countries, at least partially to solve the problem of breaking the pari passu
and NCWO rules in resolution, decided to create a new, additional class of claims’
hierarchy. Instruments included in the new class of claims are usually senior to at least
the instruments classified as T2 capital, but at the same time subordinated to those
financial instruments to which they currently have the same category in accordance
with the national bankruptcy law. By definition, instruments issued for the purpose of
being counted towards eligible liabilities are to be included in the newly established
category of claims. The countries that decided on this kind of solution are Belgium!®
A solution similar to that introduced in Belgium and France was also elaborated

15 https://www.bfg.pl/przymusowa-restrukturyzacja/ochrona-wierzycieli/ (accessed on 14.11. 2017).
16 https://www.lexology.com/library/detail.aspx?g=7¢92de45-cb8a-4a28-b7c5-4a1501184¢05 (ac-
cessed on 19.11.2017).
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Table 4. Types of subordination

Type of subordination Description

Contractual subordination It consists in including in the documentation of the instrument (e.g.
contract, prospectus) that the resulting liabilities are subordinated to
liabilities excluded from bail-in

Statutory subordination It consists in the statutory introduction of a hierarchy of claims
(in which the liabilities resulting from the MREL requirement will
be included), which will absorb losses from liabilities excluded

Structural subordination Refers to instruments issued by a resolution entity that has no
liabilities excluded from bail-in, which have the same or a lower
level of seniority than liabilities classified towards TLAC

Source: own work based on: FSB, Principles on Loss-absorbing and Recapitalisation Capacity of
G-SIBs in Resolution Total Loss-absorbing Capacity (TLAC) Term Sheet, http://www.fsb.org/
wp-content/uploads/TLAC-Principles-and-Term-Sheet-for-publication-final.pdf (accessed on
17.11.2017).

by Spain!’, where two additional groups of claims have been implemented: Tier 3
capital and (absorbing losses on the next stage) the group of instruments analogous
to the newly created class of claims in France, Belgium and Italy. Such a solution
also involves drawbacks that have been pointed out for solutions implemented in the
indicated countries.

A completely different approach has been applied in Germany'®. It decided
to subordinate the ordinary (unsecured) senior debt and German-specific
Schuldscheine® to other operational senior liabilities (e.g. unguaranteed deposits
or structured securities). Such a solution means that (in the event of resolution
or bankruptcy) liabilities that are essential for the further operating activity (and
should not be burdened with losses to ensure the bank’s stability and continuity of its
functioning) have been separated from those whose main function is pure financing.
Still, a large group of liabilities remains in one group of claims according to the
hierarchy. That means that there is still a risk of breaking the pari passu and NCWO
principles, although it has been shifted to further classes of seniority. In addition, this
solution is inconsistent with the way which the European Commission (EC) plans

17 https://www.bbva.com/en/government-approves-issuance-senior-non-preferred-debt-spain/ (ac-
cessed on 19.11.2017).

18 https://www.rabobank.com/en/images/2015-05-position-paper-german-legislative-proposal-se-
nior- unsecured-debt.pdf (accessed on 19.11.2017).

19 Schuldschein is a security confirming the granting of a medium or long-term loan, the issuance
of which is associated in Germany with much smaller administrative requirements than the issuance of
standard corporate bonds. Schuldschein combines the features of loans and bonds. Schuldscheine are
not securities in the sense of German law, which means that their issue does not require the preparation
of a prospectus. Source: NordLB, The German Schuldscheindarlehen, https://www.nordlb.com/filead-
min/redaktion_en/analysen_prognosen/public_issuers/specials/2016/20160318 SSDSpecialFinaleng.
pdf (accessed on 20.11.2017).



Table 5. National solutions to the problem of liabilities subordination

of the legislation

senior debt is underway

e
cr erlop Belgium France Italy Spain Germany Great Britain
of comparison
The date 20 July 2017 10 December 2016 Work on legislation began | 23 June 2017 December 2015 -
of adoption in November 2017 Work to create a non-preferred Creation of non-preferred

senior debt is planned

Way of solving Creation of a new Creation of a new Creation of a new Creation of a new Subordination of ordinary senior | Introduction of structural
the problem subordination category subordination category subordination category subordination debt to other liabilities that had subordination through the
(senior non-preferred notes) | (non-preferred debt) (non-preferred debt) and categories: Tier IIl and | had the same level of seniority creation of the separate
making the corporate non-preferred debt as the indicated liabilities before | category for liabilities
deposits more senior the introduction of regulation; resulting from the purchase of
Creation of non-preferred senior | an operating company’s debt
debt - on a par with ordinary by a holding company
debt and Schuldscheine is
planned
The general 1. CET1 1. CET1 1. CETI 1. CETI 1. CET1 1. CET1
hierarchy of 2. AT1 2.AT1 2. AT1 2.AT1 2.AT1 2. AT1
privileged claims | 3. T2 3.T2 3.T2 3.T2 3.T2 3.T2
(in the order of 4. Senior non-preferred 4. Non-preferred senior 4. Non-preferred senior 4.T3 4. Ordinary debt, Schuldscheine | 4. Debt purchased by the
covering losses) — | notes debt debt 5. Non-preferred and non-preferred senior debt holding company

senior liabilities will be
included in group No. 5

senior liabilities will be
included in group No. 5

ultimately 5. Senior notes 5. Other liabilities 5. Other liabilities senior debt 5. Other liabilities 5. Non-preferred senior debt
6. Retail / SME deposits 6. Retail / SME deposits 6. Corporate deposits 6. Other liabilities 6. Retail / SME deposits not 6. Other liabilities
not covered by a deposit not covered by a deposit (from 2019) 7. Retail / SME covered by a deposit guarantee 7. Retail / SME deposits not
guarantee scheme guarantee scheme 7. Retail / SME deposits deposits not covered scheme covered by a deposit guarantee
7. Guaranteed deposits 7. Guaranteed deposits not covered by a deposit by a deposit guarantee | 7. Guaranteed deposits scheme
guarantee scheme scheme 8. Guaranteed deposits
8. Guaranteed deposits 8. Guaranteed deposits
Other remarks The previously issued The previously issued Approach results from

determining SPE as the
preferred resolution strategy

Source: own work based on: https://www.lexology.com/library/detail.aspx?g=7e¢92de45-cb8a-4a28-b7c5-4a1501f84e05; https://www.moodys.com/re-
search/Moodys-New-senior-debt-instrument-in-France-will-modify-hierarchy--PR _359509;  https://www.proshareng.com/news/Opinions%20and%
20Analysis/Non-Preferred-Senior-Will-Aid-EU-Bank-Resolution/37243; https://www.db.com/ir/en/download/Moody s on_German_Italian Banks
26 _Jan 2016.pdf; https://www.bbva.com/en/government-approves-issuance-senior-non-preferred-debt-spain/; https://www.rabobank.com/en/imag-
es/2015-05-position-paper-german-legislative-proposal-senior-unsecured-debt.pdf;  http://www.iflr.com/Article/3711810/Germany-explores-senior-
non-preferred-debt-option.html; https://www.research.unicredit.eu/DocsKey/credit_docs 2017 159239.ashx?M= D& R=45550097 and Bank of En-
gland, The Bank of England’s approach to resolution; http://www.bankofengland.co.uk/financialstability/Documents/resolution/aproct17.pdf (accessed
on 19.11.2017).
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to impose it on EU Member States. Germany will therefore be obliged to further
modify the bankruptcy law. According to the reports, the EU requirements will be
implemented by creating a new debt category with the same level of seniority as
currently the ordinary senior debt (unsecured) and Schuldscheine®® have. That will
further complicate the German hierarchy of claims.

The last European country in which the method of solving the problem of
subordination has been determined is Great Britain (a similar approach is also used
by Switzerland)?!. Tt decided about the existence (after the categories of claims
containing liabilities resulting from CET1, AT1 and T2) of the two debt preference
groups. The first of them (i.e. absorbing losses after T2) is a group containing
liabilities resulting from the debt purchased by the holding company. Thus, in the
first place, bank losses will be covered by entities having a direct impact on the
bank management. The second category whose creation is planned in the future, is
a group that contains liabilities that meet the requirements to qualify them as eligible
liabilities. However, after the indicated groups there will still be a category of claims
which will include several types of obligations, which also means that the problem
of pari passu and NCWO is only moved to the further categories in the hierarchy of
claims.

In most EU countries the approach to subordination has not been shaped as yet.

6. Directive amending the BRR Directive —
Bank Creditor Hierarchy Directive»

The problem of the interaction between the resolution and the principles of pari
passu and NCWO was also noticed by the EC. It also observed the differentiation in
the approaches of particular countries to solving the identified problem. However,
due to the importance of the international character of banking activity and for the
coherence of European law, it is necessary to develop one solution common for all
EU countries. In addition, it is indicated that regulating the problem is necessary from
the point of view of the common market®. In the opinion of the European Central
Bank (ECB), harmonization of regulations is also particularly important from the

2 http://www.iflr.com/Article/3711810/Germany-explores-senior-non-preferred-debt-option.html
(accessed on 19.11.2017).

2l Bank of England, The Bank of England’s approach to resolution, http://www.bankofengland.
co.uk/financialstability/Documents/resolution/aproct17.pdf (accessed on 19.11.2017) oraz https://
www.research.unicredit.eu/DocsKey/credit_docs 2017 159239.ashx?M=D&R=45550097 (accessed
on 19.11.2017).

22 Based on the compromise text of the Directive published on the EU legislative website on
November 13, 2017. Source: http://eur-lex.curopa.eu/legal-content/EN/TXT/PDF/?uri=CON-
SIL:ST 13723 2017 INIT&from=EN (accessed on 15.11.2017).

3 AFME, Proposal to amend bank creditor hierarchy, https://www.afme.eu/globalassets/down-
loads/consultation-responses/afme-prd-non-technical-paper-on-creditor-hierarchy-proposal.pdf  (ac-
cessed on 17.11.2017).
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point of view of financial stability and the possibility of the effective application
of bail-in during resolution®. From the banks’ point of view, unifying the rules will
help them build an appropriate buffer of liabilities that can absorb potential losses,
thereby strengthening the credibility of resolution actions®.

For that reason, in November 2016 the EC announced a proposal for a directive
that would amend the BRR Directive (among practitioners the proposal is called
the Bank Creditor Hierarchy Directive, BCHD)*. BCHD entered into force on 28
December 2017.

The Directive provides for the creation in each Member State of a new category
of claims that would be senior to own funds instruments and subordinated debt not
included in own funds, but junior to ordinary or preferred senior debt. The new
preference category would include the non-preferred senior debt. This category
would embrace debt instruments newly issued by banks that meet the conditions for
including them in eligible liabilities, i.e.:

e Maturity of at least one year,

* Not containing the derivatives or not being derivatives itself,

* Issuance documents (e.g. a prospectus) clearly indicate that these instruments
have a lower level of seniority (than the usual senior liabilities).

If the introduced changes resulted in the division of the previous category of
claims into two or more groups in which the lowest level of seniority has a category
which includes instruments meeting the requirements set by the directive, then
these countries may be considered as compatible with the new Directive. Member
States that have implemented modifications in the hierarchy of claims between 31
December 2016 and the date of entry into force of the proposed directive should not
apply the provisions unless they are similar to those of the BCHD.

Countries are required to implement the directive by 1 January 2019.

7. Conclusion

The sources of financing banking operations are characterized by considerable
differentiation. This is reflected not only in the diversity of their forms (instruments
of ownership, debt instruments, etc.), but also in the different level of risk that is
embedded in the mechanisms for covering potential bank losses by investors. An
additional factor increasing the level of complexity in the ranking of the sources

24 European Central Bank, Opinion of the European Central Bank of 8 March 2017 on a proposal
for a directive of the European Parliament and of the Council on amending Directive 2014/59/EU as
regards the ranking of unsecured debt instruments in insolvency hierarchy, CON/2017/6, p. 2.

2 AFME, Proposal to amend....

2 Proposal for a DIRECTIVE OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL
on amending Directive 2014/59/EU of the European Parliament and of the Council as regards the rank-
ing of unsecured debt instruments in insolvency hierarchy [first reading] - Confirmation of the final
compromise text with a view to agreement, 13724/17
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of banks financing in terms of their financial accountability for bank losses is the
overlapping between the supervisory notions of capital adequacy and the concepts
from business and bankruptcy law.

As a result there is a number of situations in which the order of covering losses
according to particular approaches (resulting from the law regarding the activity of
companies and cooperatives, from the bankruptcy law, from the scope of banking
supervision) does not coincide. This generates the risk of the unequal treatment
of bank creditors, at least incompliant with applicable bankruptcy law. This is
particularly important in the case of intervention measures. Breaking the rules of
pari passu and NCWO may be connected with complaints from the injured parties
and the necessity to pay them compensation. This adversely affects the perception
of the supervisory and resolution activities by the public, and, consequently, may
weaken the effectiveness of interventions towards banks.

Asaconsequence, the countries decided to introduce their own methods of solving
the indicated problem to improve the bank resolution and bankruptcy activities.
However, this has led to significant differences between EU Member States. This is
also unfavorable from the point of view of investors who, when deciding to purchase
securities issued in a given country, must always verify how the hierarchy of claims
has been defined in the respective national law. For that reason, the actions taken
by the EC should be assessed as positive. Nevertheless, it is worth noting that as
a result, the hierarchy of bank claims will be additionally complicated.

Bearing in mind that from the point of view of the supervision and resolution
authorities, it is important to ensure banks’ ability to absorb losses at the stage of
normal operations and in the event of bankruptcy, it seems that it would be possible
to significantly streamline the hierarchy of claims (which would also require the
simplification of regulations in the field of capital adequacy).

First, own funds classified as CET1 and AT1, as performing the same function,
could be combined into one group and constitute the first (one) category of capital
and subordination — own funds for the ongoing activity (going concern own funds).

Second, the idea of creating a T2 capital and eligible liabilities is to ensure the
ability to cover losses in the event of bankruptcy. Therefore, these liabilities could
also create one supervisory category and one in the hierarchy of claims — funds
securing the coverage of the costs of possible bankruptcy (gone concern capacity).

In each of the proposed funds’ categories, the number of accepted securities
should be as low as possible to limit potential difficulties resulting from the varied
profile and status of the instruments.

The other forms of bank financing should be analyzed and included in the hierarchy
of claims in such a way that two groups are formed: one covering other liabilities (not
related to going concern own funds and gone concern capacity), whose aim is only
to obtain funds for financing the operations of banks, and the second (more senior)
covering liabilities that are essential for maintaining the operational continuity of
the bank (e.g. liabilities resulting from hedging transactions or deposits not covered
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by guarantees). Such a structure would allow for a significant simplification of the
issues related to the capital adequacy of banks and the hierarchy of claims.
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STRUKTURA PASYWNEJ STRONY BILANSU BANKU
A ZASADA ROWNEGO TRAKTOWANIA I NIEPOGARSZANIA
SYTUACJI WIERZYCIELI

Streszczenie: Pasywna strona bilansu bankoéw charakteryzuje si¢ znacznym zréznicowaniem. Intencja
nadzorcow jest, aby straty bankow pokrywane byly zgodnie z okre$long kolejnoscia, ktora przewiduje,
iz pierwsi narazeni sg na nie wilasciciele, a w dalszej kolejnosci wierzyciele. Kolejnos¢ pokrywania
strat wedlug regulacji nadzorczych jest czesto rozbiezna z kolejnoscia wynikajaca z hierarchii uprzy-
wilejowania wierzytelnosci. W takiej sytuacji podjgcie dziatan moze wigza¢ si¢ ze ztamaniem podsta-
wowych zasad obowigzujacych w prawie upadtosciowym i resolution: zasady pari passu oraz no-credi-
tor-worse-off. Celem artykutu jest identyfikacja sytuacji, w ktorych dochodzi do ztamania wskazanych
zasad, a takze przeglad i ocena rozwigzan krajowych, ktore zostaly wdrozone w celu zapewnienia
przestrzegania regut prawa upadto$ciowego.

Stowa Kkluczowe: kapitaly banku, fundusze wlasne, pari passu, no-creditor-worse-off, hierarchia
uprzywilejowania wierzytelnosci.





