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In-Depth Analysis

“Total Assets” versus “Risk Weighted Assets”:
Does it matter for MREL requirements?

Provided in advance of the public hearing
with the Chair of the Single Resolution Board in ECON
on 13 July 2016

Martin Hellwig

Abstract

The paper discusses the role of risk weighting in the determination of minimum requirements
for eligible bail-in-able liabilities of banks (MREL), i.e. liabilities that are not exempt from
the bail-in tool in bank resolution and that can be written down or converted into equity if
losses on assets exceed the available equity and such bailing-in is required to re-establish
bank solvency so as to provide a basis for maintaining systemically important operations in
resolution. The paper begins with a general discussion of the reasons for introducing bank
resolution as a special procedure outside of insolvency law, of the reasons for having the bail-
in tool and of the frictions that may stand in the way of successful and frictionless resolution.
This discussion emphasizes the importance of having sufficient bail-in-able liabilities availa-
ble; in contrast, for large institutions that have access to bond markets, the social costs of such
requirements are small (unlike the private costs to the banks themselves). However, neither
risk weighted nor total assets provide proper guidance for determining MREL. Risk-
weighting suffers from alack of a proper statistical basis and a certain manipulability. Moreo-
ver, the risk weighting that is used for capital regulation is not well suited for determining
MREL; whereas capital regulation focuses on the probability of bad results, MREL is con-
cerned with the extent of losses conditional on results being bad. “Total assets’ suffer from
not truly representing total assets because various rules, e.g. for netting, allow banks to keep
certain assets and liabilities off their balance sheets.

This paper was requested by the European Parliament's Economic and Monetary Affairs
Committee.
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Executive summary

The European Union’s Bank Recovery and Resolution Directive (BRRD) of 2014 has intro-
duced the bail-in tool as a means of making creditors of banks participate in banks' |osses that
exceed their equity. The tool is applied in resolution, i.e. outside the traditional insolvency
framework. Whereas some liabilities of banks are exempt from being bailed in, the Directive
calls on resolution authorities to specify minimum requirements for eligible bail-in-able liabil-
ities (MREL). The question is whether these requirements should be determined in relation to
a bank’s total assets or in relation to their risk weighted assets, as used in assessing capital
requirements for banks.

The paper discusses this question against the background of the BRRD’s objective and the
crisis experience that gave rise to the BRRD. The key to the viability of resolution is the abil-
ity to deal with bank problems quickly and without frictions. For the bail-in tool, this means
that eligible liabilities must be sufficient to cover losses so that after write-downs and conver-
sions of these liabilities the solvency of the bank is beyond doubt, liquidity provision is un-
problematic and equity is sufficient to allow the maintenance of systemically relevant opera
tions under existing capital regulation.

For small banks that do not have access to capital markets, the MREL regulation may reduce
the extent to which they can provide liquidity transformation. For large banks with access to
bond markets, this is not a concern. For such banks, the costs of minimum requirements for
bail-in-able liabilities are mainly private costs that are matched by benefits elsewhere in the
system, in particular benefits to taxpayers. The difference between banks suggests a regulato-
ry approach that discriminates between types of banks, introducing a Pillar | approach for
large banks, in particular for systemically important banks while keeping the current Pillar |1
approach for small banks, in particular small banks that are not systemically important.

The paper is skeptical about a reliance on risk-weighted assets. Even for capital regulation,
risk weighting is problematic because the statistical basis for doing the risk analysis properly
Is sorely lacking and in practice risk weights can be used to manipulate the regulation. Mgor
risks are in fact not adequately considered at all.

In setting MREL, there is the added concern that prior probabilities of investments going sour
are much less important than in capital regulation. What matters is the extent of losses once
things go poorly and the conditional expectations given this event of returns on those invest-
ments that do not yet seem to be impaired. Relying on the same risk weights as for equity reg-
ulation is likely to be a serious source of distortions, but procedures for doing the requisite
risk analysis properly are even less satisfactory.

At the same time, “total assets’ suffer from not representing total assets. Because of netting
rules and other privileges, important risks do not actually appear in banks' balance sheets.



Given these problems, the dual approach suggested by the Financial Stability Board, namely
refer to both risk-weighted and total assets and impose the stricter of the two requirements,
seems like the most reasonable way forward.

A quantitative assessment suffers from a lack of data about the ingtitutions where a choice
between risk-weighted and total assets for MREL would make a difference (unlike globally
systemically important institutions for which the FSB mandates that both be used). Since risk
weighting is particularly important in the context of rea estate loans and in the context of
sovereign exposures, a proxy measure is obtained by consider the distribution of these expo-
sures. While the overall effects are likely to be small, they are particularly pronounced for
Italy and Spain where public debt and sovereign exposures of banks have gone up significant-
ly during the crisis.

l. Introduction

The bankruptcy of Lehman Brothers in September 2008 created turmoil for the global econo-
my, inducing governments and central banks of major countries to provide other financial
institutions with substantial support in order to stop the downturn. Since then, many reforms
have been introduced to improve the legal and regulatory framework within which financial
Institutions operate. While much effort has gone into trying to reduce the likelihood of banks
getting into such straights as require corrective actions (resolution, insolvency procedures) by
authorities, some reforms also aim at improving the likelihood that such corrective actions
might proceed smoothly, without imposing too much damage on the financial system and the
overal economy. In particular, the European Union’s Bank Recovery and Resolution Di-
rective (BRRD) of 2014 provides alegal framework for bank resolution.

The BRRD provides several resolution tools. The bail-in tool provides the authorities with the
scope for writing down debts or converting them into equity on the basis of an initial assess-
ment of losses without having to go through an insolvency procedure. The objective of the
action is to quickly re-establish the bank’s solvency so that it can continue operating under
existing equity requirements without interrupting systemically important operations..

In principle, all bank liabilities are subject to bail-in. However, the BRRD also exempts cer-
tain classes of debts from bail-in. These exemptions raise the possibility that the remaining
equity and bail-in-able debt that are available in resolution may not be sufficient for the pur-
pose they are meant to achieve. To avoid such a situation, the BRRD imposes the requirement
that bank funding must involve a minimal amount of equity and bail-in-able liabilities
(MREL). The amount itself is not specified in the BRRD itself, but must be determined by the
responsible authority under standards defined by the European Banking Authority (EBA).

The standards proposed by EBA (2015 a) are given in terms of the risk-weighted assets, rather
than the total assets of a bank. Risk weighting, i.e. the calibration of regulatory requirements



to the assessed risks in the bank’ s balance sheet, has along tradition in the regulation of bank
capital, where according to one line thought regulation calibrated to total assets is deemed
unsatisfactory.

The BRRD does not actually specify whether the requirements for bail-in-able liabilities
should be specified in terms of risk-weighted or in terms of total assets. In Article 44, it does
however stipulate that funding from resolution financing arrangements can only be obtained
after equity and bail-in-able debt amounting to 8% of total assets have been bailed in.

If this threshold is taken to provide a standard for the authorities should aim for, the approach
taken by EBA raises the question of how the requirements in terms of risk-weighted assets
relate to the threshold of 8% of total assets in Article 44 of the BRRD. EBA (2015) glosses
over this question by asserting that “regulatory capital requirements and buffers already re-
flect the judgement of the supervisor and legislators about the level of unexpected losses an
institution should be able to absorb” without commenting on the fact that capital requirements
and buffers on the one hand and MREL on the other hand refer to different situations.*

Meanwhile, the G20 have adopted the Financial Stability Board’s (FSB) proposal that global-
ly systemically important institutions be required to have total loss absorption capacity equal
to the maximum of 6.75% of total assets and 18 % of risk-weighted assets’. “Total loss ab-
sorption capacity” (TLAC) here refersto the equity and bail-in-able debt that are available for
write-down or conversion at the point of resolution. The FSB requirement thus is given in
terms of both, total assets and risk-weighted assets, whichever is more stringent. In addition,
the FSB treats the TLAC requirement as an add-on to capital regulation. Equity and hybrid
instruments that count towards TLAC requirements cannot also be used for capital buffers.

The European legislator is called upon to incorporate TLAC requirements into the legal
framework for bank regulation and bank resolution. Given that MREL and TLAC serve es-
sentially the same purpose, it seems desirable to homogenize the rules. In the process, the
guestion arises how to deal with the different approaches to specifying the requirements, in
terms of risk-weighted or in terms of total assets.

The following text considers some of the concerns that this question raises. It does not pro-
vide an impact assessment but merely spells out some of the conceptual issues that are in-
volved and draws attention to some of the danger points.

1  EBA(2015a),p.7.
2 From 2022, 16% from 2019.



2. General Considerations
2.1 Where do we come from?

In a free market economy, private individuals and firms have a great deal of autonomy over
the decisions they take. While being autonomous in their decisions, they also bear — or have to
bear — the consequences. If the results of their decisions turn out well, they obtain the benefits,
If the results turn out poorly, they bear (most of) the costs.

This principle underlies most of the legal rules governing economic activities, including tradi-
tional insolvency law. To be sure, ultra posse nemo obligatur, a debtor who is insolvent can-
not be made to pay his debt, but thisis arisk that creditors knew or should have known about
when they lent to the debtor. Holding creditors responsible for the consequences of their ac-
tions, traditional insolvency law makes them share in losses that exceed the debtor’ s ability to

pay.

When the financial crisis began, in 2007/08, in most countries, financial institutions were sub-
ject to insolvency law or to special laws that paralleled insolvency law.? In the crisis, howev-
er, these laws were not applied. Given the turmoil that was triggered by the bankruptcy of
Lehman Brothers, governments and central banks were apprehensive about systemic risks and
preferred to support problem banks by providing equity, debt guarantees, and liquidity sup-
port in order to avoid an intervention that might unleash even more turmoil.

The bailouts that were thus provided saved creditors of banks and other financial institutions
from losses they would have made under standard insolvency law. The beneficiaries included
not only insured depositors (or the deposit insurance institutions) and holders of senior debt,
but also the holders of junior and subordinated debt, including those hybrid forms of debt that
had been treated as Tier 2 or Tier 1 Equity under the Basel regime of equity regulation. An
extreme example is the German bank Hypo Real Estate, where even the shareholders received
€ 1.30 per share, while the government is likely to end up with losses on the order of € 20 bil-
lion.

Fears of systemic risk governed attitudes towards banks in difficulties for a number of years
so that banks and their creditors got used to the notion that they almost have a right to be
bailed out. However, the budgetary costs were large, and public revulsion was intense. In the
Irish and Greek banking crises, the bailouts, including bailouts of shareholders and subordi-
nated creditors (Greece) and of senior unsecured creditors (Ireland) contributed substantially
to the very large fiscal costs.

3 For example, under the German Kreditwesengesetz, dealing with banks in difficulties was the prerogative
of the supervisor, but interventions were governed by the principle of creditor protection, which was in-
terpreted along the lines of insolvency law, without concern for systemic risk. For a detailed discussion,
see Hellwig (2012).



Extensive bailouts also prevented exit of institutions from the market. Exit however, would
have been needed to eliminate excess capacities. From the mid-1990s until the financia crisis,
we have had an enormous growth in the European financial sector, creating excess capacities
and making it difficult for banks to earn profits unless they took unconscionable risks.* Not
eliminating these excess capacities may end up as a source of substantial risk in the future. In
the United States, there has been relatively more exit, i.e., more bank closures and this despite
the fact that the previous capacity expansion had been |ess extensive than in Europe.”

Anticipations of bailouts create distortions. Creditors who expect to be bailed out by taxpay-
ers provide bank funding without sufficient charges for risks, i.e. bank funding is subsidized
at the expense of other forms of funding. Some of this gain may accrue to loan clients through
lower loan rates but then the loan rates are distorted downward and do not reflect the rea
costs of lending. Because of other distortions, in particular in lending to small and medium
enterprises (SMEs), such downward effects on loan rates may be deemed to be politically de-
sirable, but then it would be cheaper and more effective to provide direct subsidies, e.g. for
SME lending, rather than wholesale explicit or implicit guarantees for banks' creditors.

It is therefore important and welcome that the BRRD (and the SRM) impose limits on
bailouts. The bail-in tool of the BRRD and the minimum requirement for eligible securities
make an important contribution to this purpose. Any assessment of their implementation must
be guided by this objective.

2.2 Objectives of the bail-in tool and MREL

The BRRD is based on the principle that problems in financial institutions should be resolved
without any recourse to taxpayer money. The mere announcement of such a principle is not
enough to ensure that it will actually be implemented. After al, the legidlation prevailing in
2008 was based on the same principle. However, in the crisis, it seemed preferable to support
banks with public guarantees and public money rather than rely on the existing legal rules.

To avoid a repetition of this experience, the BRRD provides three innovations: Firgt, it insti-
tutes the recovery and resolution procedure, with clear rules and responsibilities and with an
explicit mandate to take care of systemic risks. Ideally, this procedure would avoid the pitfalls
and uncertainties associated with insolvency procedures and their analogues that are dominat-
ed by concerns for creditor protection.

Second, it exempts certain classes of bank liabilities from sharing in losses that exceed the
loss absorption capacity of equity. The hope is that this exemption will eliminate the risk of a
run, thereby stabilizing bank funding.

4 For example, in covered bond finance, competition on margin was so intense that participants could only
succeed in the market if the used very short-term funding for the excess coverage, i.e. the excess of their
mortgage and debt portfolios over the value of the covered bonds. This is why the banks Dexia and Hypo
Real Estate got into trouble almost immediately when money markets froze after the L ehman bankruptcy.

5 On the growth of banking in Europe and the US before the crisis, see ASC (2014).
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Third, it asserts the principle that all other liabilities are bail-in-able, and it asks authorities to
impose minimum requirements for bank funding by eligible bail-in-able liabilities (MREL).
The hope is that, by means of write-downs on bail-in-able debt and/or conversion of bail-in-
able debt into equity, concerns about a bank’s solvency are quickly dealt with, so that the
bank is regarded as viable again, by markets as well as supervisors.

For this procedure to work, the available bail-in-able debt must be sufficient to cover losses
on assets that exceed the original equity. Indeed it must exceed these losses by the amount
needed to provide for the equity that the bank needs to be regarded as viable, by regulators
and counterparties.

If sufficient bail-in-able debt is available and if the bail-in procedure works smoothly, then,
ideally, a recovery and resolution procedure can be implemented without any systemic reper-
cussions. As the bail-in-able debt is written down or converted into equity, the solvency con-
cerns disappear and either the bank becomes trustworthy again to its counterparties or it can
obtain access to emergency liquidity assistance from the central bank.

Continued funding is essentia to ensure that systemically important operations can be main-
tained. Moreover, for banks such as BNP-Paribas or Deutsche Bank, with quadruple-billion-
euro balance sheets, the available resolution financing arrangements are too small for this
purpose. The BRRD is silent on thisissue, presumably because it takes the success of the bail-
in operation (or the other tools) for granted so that, even if markets do not regain, there are no
concerns about central bank funding. It isall the more important to have sufficient bail-in-able
liabilities.

And if the bank is wound down, the availability of sufficient bail-in-able debt ensures that
losses can be attributed to eligible claimants without violating promises of protection and
without calling on taxpayers. This latter consideration is also important if the bank is sold for
a price below the face value of outstanding debts or if the bank’s assets are put into a bridge
bank, whose value may end up being less than the face value of outstanding debts.

The BRRD does not actually specify a number for the requirement. It does however stipulate
that resolution financing arrangements can only be tapped after equity and bail-in-able debt
amounting to 8% of total assets have been bailed in.

2.2 Impediments to the viability of resolution and the use of the bail-in tool

If we are to avoid a repeat of the 2008 experience where the authorities were afraid to apply
existing law because the systemic repercussions seemed too frightening, it is important to
eliminate as many impediments to a frictionless resolution as possible. The following con-
cerns are important:

—  The amount of bail-in-able debt might not be sufficient to cover losses and enable are-
capitalization. In this case, the authorities might be tempted to delay resolution in the
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hope that the situation might improve. In many instances, such hopeis vain, and the de-
lay only serves to magnify losses and costs. In particular, during the period of delay,
short-term creditors might withdraw funding, causing a liquidity squeeze, or they might
ask for additional collateral, thus reducing the amount of unencumbered assets that pro-
vide the counterpart to the bail-in-able debt.°

Alternatively, the authorities might be tempted to engage in a less than thorough as-
sessment of asset values and write-downs in resolution, fitting the write-downs to the
loss absorption capacity that is available. If investors suspect anything of the kind, they
will not trust the resolution procedure and withdraw their funding, creating a liquidity
squeeze. Liquidity can be provided by the central bank, but then the central bank is also,
or should be, concerned about the solvency of the institutions.”

If bail-in-able debt is held by other financia ingtitutions and if these ingtitutions are
deemed to be vulnerable, the authorities may be afraid of domino effects of the bail-in.
For this reason, the Liikanen Report (2013) had recommended that investment in bail-
in-able liabilities should be limited to institutions that do not pose systemic concerns.
However, in this respect the BRRD falls short of the recommendations of the Liikanen
Report. This shortcoming may end up destroying the viability of resolution without tax-

payer money.

Similar concerns may arise if the bail-in-able debt is held by retail customers who have
not been told about the risks. Mis-selling of securities may be areason for courts' inval-
idating the contracts, as happened in Spain in 2012 with preferential shares sold to retail
customers with promises of extra returns with not much of an additional risk. If the bail-
in operation becomes a subject of legal proceedings, the viability of resolution is seri-
ously in doubt.

For banks with systemically important operations in multiple jurisdictions, multiple-
point-of-entry resolution, i.e. a procedure that has each legally independent subsidiary
resolved by the institutions of the host country, would break up operations that are car-
ried out in an integrated fashion across the entire organization, e.g. cash management or
the management of IT systems.® Single-point-of-entry resolution, for example at the
level of the parent company, would avoid this problem, but then the question is why
host country authorities would trust the home country authorities to deal fairly with is-
sues of distribution between countries. To the extent that this question involves the at-
tribution of existing losses, it can be mitigated or even eliminated by internal bail-in-
able debt contracts between the different units, e.g. the parent holding bail-in-able
claims on a subsidiary, which are written down in response to losses exceeding the sub-

(oo N e))

On the dangers of excessive , forbearance”, see ASC (2012).
The importance of liquidity in resolution is stressed in Hellwig (2014).
See ASC (2012), Hellwig (2014).



sidiary’s equity.” In this context the same considerations of viability arise as for external
bail-in-able debt: There must be enough of it, and it must be easily written down or
converted to that there is no scope for mistrust to harm the resolution procedure.

The importance of these concerns will differ across institutions and across situations. Resolu-
tion of a small bank without systemically important functions or connections is not likely to
pose much of a problem; probably such a bank could even be handled under traditional insol-
vency law without much difficulty. Resolution of alarge systemically important bank is more
of aconcern, but, if the rest of the financial system is healthy, it may be easy to sell the bank,
asawhole or in parts, without causing much turmoil.

Systemic concerns are most important if many banks are in trouble and several of these are
systemically important. In this case, as shown by the example of Lehman Brothers, an inter-
vention by the authorities that interrupts systemically important operations and that forces
other institutions to acknowledge losses is likely to shake investor confidence even further, so
itisal the more important that the operation be done smoothly and without leaving any doubt
as to the thoroughness of the cleanup.

These considerations indicate that any assessment of preparations for resolution must be car-
ried out from an ex post perspective, with reference to a situation in which losses have already
been incurred and the institution is in trouble; moreover, some attention must be paid to the
possibility that other institutions might also be in trouble and the intervention might trigger
significant contagion.

As | will explain in more detail below, such an ex post perspective is important for a proper
assessment of risk weighting. Under both the model-based and standard approaches, risk
weighting is based on an ex ante perspective, considering probabilities of default of loan cli-
ents and a given percentile for value at risk. By the time a bank enters resolution, ex ante
probabilities have become irrelevant because losses have already been incurred.

3. Is Bail-in-able debt costly?
3.1 Private costs that are not social costs

The preceding discussion can be summarized in the proposition that the bail-in tool — and per-
haps the recovery and resolution procedure altogether — will not work if there is not enough
loss absorption capacity. One response might simply be to set very high requirements for eg-
uity and bail-in-able debt. This response meets with the objection that loss absorption capaci-
ty, equity and bail-in-able debt, are expensive, perhaps even unavailable.

9 Conflicts concerning the allocation of new lending may be more difficult to resolve in amutually satisfac-
tory manner, however.
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In dealing with this objection, one must distinguish between private and social costs of the
different forms of funding. From the perspective of banks, equity and bail-in-able debt are
expensive, but many of the costs that banks see are not costs to society. Some may not even
be costs to the banks when seen in a proper perspective.

First, with different classes of debt, some of them protected by government guarantees
and some of them not protected, some of them exempt from bail-in and some of them
bail-in-able, the debt that is protected by guarantees and/or exempt from bail-in will al-
ways be cheaper than the bail-in-able debt. Interest rates on the bail-in-able debt will in-
volve a risk premium so that creditors are compensated for the higher risk they bear.
However, the differences in the bank’s funding costs that are associated with the differ-
ent kinds of debt do not represent differences in socia costs. If the interest on govern-
ment-guaranteed debt is lower, the difference reflects the costs of the risk that is borne
by the government, and this cost is ultimately borne by taxpayers. If the guarantee
comes from a deposit insurance institution, the cost must be borne by thisinstitution and
its funders, for example the other banks if the deposit insurance institution is funded by
an industry levy. If there is no outright guarantee, but the debt is merely exempt from
bail-in and thus senior to the bail-in-able debt, this privilege comes at the expense of the
holders of bail-in-able debt whose risks are increased.

Second, some differences in privately perceived funding costs of different debt instru-
ments (and of equity) may be due to the effects of debt overhang.’® Once a borrower has
outstanding debt, subsequent additional investment and funding decisions affect the
risks to which incumbent debt holders are exposed. For example, an additional invest-
ment that is funded by junior, bail-in-able debt is likely to lower the risks of incumbent
senior debt. The investors who provide the new funding want to be compensated for the
risks they run, including the risks that are due to incumbent senior debt holders having
priority over them. Since the latter usually cannot be made to pay for the improvement
in their positions, the bank and its shareholders may prefer not to get the additional
funding and undertake the additional investment even if the investment would otherwise
be profitable.

If the bank has long-term, bail-in-able debt outstanding, however, it may want to under-
take new investments and fund them by issuing privileged debt so that the incumbent
debt holders are subjected to greater risks. One way to do so would be to issue debt that
is exempt from bail-in, e.g. debt that has an initial maturity of less than seven days (and
needs to be constantly rolled over). Or it might get funding through a repo agreement,
increasing the encumbrance of its assets by collateralization. Even in the absence of
such exemptions from bail-in, a shortening of maturities and an encumbrance of assets
by collateralization provide means to reduce the costs of later funding by imposing risks
on initial (long-term) creditors. From an ex ante perspective of course, the initial credi-

10
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tors will realize that such incentive distortions are present and charge higher interest
rates upfront. The inability to commit future funding decisions and the moral hazard at-
tached to these decisions thus end up hurting the bank itself.

These considerations indicate why banks are unlikely to choose socially appropriate levels of
funding by equity and bail-in-able debt on their own, i.e. why statutory regulation of these
matters is needed. They also explain why industry complaints about the costs of such regula-
tion are not to be taken at face value. Any regulation that is effective is unwelcome to the reg-
ulated but that fact by itself isirrelevant if the regulation is needed to make the regulated take
account of costs of their actions for the rest of society.

3.2 Genuine social costs and the desirability of differentiating between insti-
tutions

From a social perspective, the proper question to ask is whether regulation of bank funding by
bail-in-able debt prevents the banks from performing the functions by which they benefit the
economy. This is not a question about the availability of lending to small and medium enter-
prises (SMEs) at low rates. Lending to all enterprises should be undertaken at appropriate
ratesif the credit risks are acceptable. Bank |oan rates that reflect a cheapness of bank funding
that is based on anticipations of a bailout by the government, the central bank, the deposit in-
surance fund or any other institution are in fact inappropriately low because they do not re-
flect the full social cost of the loan. As mentioned above, if governments want to promote
SME lending, it would be more appropriate to do so directly and in a focused manner, rather
than by a wholesale subsidization of bank funding.

Banks traditionally benefit the economy by providing investors with liquid assets that they
can use whenever they want (liquidity transformation) and by selecting the borrowers to
whom they provide funds, assessing their creditworthiness and monitoring their performance.
Traditionally, with many institutions, this form of financial intermediation involved the use of
liquid deposits to fund illiquid loans. For banks that are mainly active at the retail level, fund-
ing by deposits and investing in loansis still the predominant pattern.

For such banks, funding by long-term bail-in-able debt represents a significant change. The
change would reduce the extent of maturity transformation. By itself that might be a good
thing because the social benefits of maturity transformation are not so clear; what matters is
liquidity transformation, which can also be provided by tradeable debt with longer maturities,
e.g. by covered bonds."* However, small banks may not have access to bond markets, in
which case (i) the bail-in-able debt that they issue might not be liquid and (ii) constraints on
their ability to issue such debt might limit their ability to issue deposits and lend.

11 On the difference between liquidity transformation and maturity transformation and the undesirability of
the bank’ s assumption of interest rate risk from maturity transformation, see Hellwig (1994).
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For large banks, such concerns are hardly relevant. These banks have ready access to orga-
nized stock and bond markets. Any limits that MREL requirements might impose on their
deposit taking and lending would be due to their unwillingness, rather than their inability to
obtain bail-in-able funding. In terms of transition, it would therefore be important to impose
such requirement in the form of required values of MREL (as defined by current assets), ra-
ther than ratios of MREL relative to assets.'

The difference between large and small banks, in the discussion of the preceding section as
well as here, suggests that some differentiation between institutions may be warranted. This
consideration speaks for the Pillar |1 approach to MREL that was taken in the BRRD asit cur-
rently stands. A Pillar Il approach would allow the authorities to take account of the fact that
different types of institutions involve different degrees of systemic risk, hence different de-
grees of urgency to avoid frictions in resolution, and also different abilities to issue bail-in-
able debt without impairing their basic functions.

The seeming conflict between the BRRD’ s Pillar |1 approach to MREL and the Financial Sta-
bility Board's Pillar | approach to imposing uniform minimum requirements for total loss ab-
sorbing capacity (TLAC) of globally systemically important institutions might perhaps be
resolved by putting minimal Pillar | requirements for these specified institutions into the Reg-
ulation without changing the overall institution-oriented approach of the Directive.

Such Pillar | requirements should not however be limited to those institutions that have been
designated as being globally systemically important. At the very least, other systemically im-
portant institutions should also be covered. In many markets, these institutions are in competi-
tion with globally systemically important institutions. Moreover, these institutions also have
access to bond market funding so there is no concern that their having to issue long-term, bail-
in-able debt would reduce liquidity transformation. The criterion for discrimination between
institutions that is developed here focuses on differences in market access and differences in
the ability to provide liquidity transformation, not merely on differences in the degree of sys-
temic importance.

4. Risk weighted versus total assets

4.1 General considerations

The BRRD defines MREL in relation to total assets, the Financia Stability Board defines re-
quired TLAC in relation to both, risk-weighted and total assets, whichever is more stringent,
the European Banking Authority isimplementing the BRRD in terms of risk-weighted assets.
The European Parliament is considering whether to change the BRRD so as to relate MREL
to risk-weighted assets.

12 Onincentive distortionsin transition, see Admati et al. (2015), on the implications for regulation, Admeti
and Hellwig (2013), Ch. 11.
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| consider such a move to be problematic. | can see the argument for relating the requirement
to both, risk-weighted and total assets, whichever is more stringent. However, it is important
to see that the risk weighting that is used to compute equity requirements may not be appro-
priate for computing required funding by bail-in-able debt. Equity and bail-in-able debt serve
different purposes. One concerns the bank’s ability to absorb losses on a going-concern basis,
the other the bank’s ability to absorb losses and to mobilize new loss-absorbing capacity in
resolution.

Before | turn to the discussion of risk weights in the context of MREL, | want to make some
general remarks about risk weighting. The standard argument in favour of risk weighting is
the need to avoid banks taking additional risks without having more equity. “Surely a bank
that takes large risks ought to be forced to fund with greater equity.” This claim seems plausi-
ble but the effect of risk weighting in practice isto allow banks that claim to be taking smaller
risks to get away with less equity funding. The effects are particularly pronounced with large
banks that use their own risk models.

Following the introduction of the model-based approach for market risks in the 1996 amend-
ment to the Basel Accord, large banks have significantly expanded their trading operations,
using the model-based approach to greatly reduce the equity allocated to their trading books.
With many banks, equity allocated to the trading book fell to less than 1% of assets in the
trading book. The insufficiency of equity alocated to assets in the trading book was a major
factor in the crisis of 2007/08. Many banks got into difficulties from risks to which they had
actually assigned zero weight.*®

Risk weighting may seem attractive because it is so sophisticated. It is important to realize,
however, that the assessment of risks is more a matter of judgment than a matter of measure-
ment and that purported risk measurements are easily manipulated, consciously or uncon-
scioudly.

Considering the matter from the perspective of science, it is noteworthy that the data are usu-
aly not sufficient to provide reliable estimates: The time series are short and the data generat-
ing processes nonstationary. Correlations, which are key to assessing the bank’s overall port-
folio risk, are notoriously difficult to estimate; moreover some correlations, e.g. the correla-
tions between the counterparty credit risk in a hedge contract and the underlying risk against
which the hedge contract should ensure, are changing all the time. The first bank to buy a
credit default swap on mortgage-backed securities from AIG faced hardly any counterparty
risk. But by the time AIG had sold credit default swaps for $ 500 billion, the counterparty risk
in any one of these contracts was large because the credit risks of the mortgages and of the
mortgage-backed securities were highly correlated as these risks depended on common factors
such as the development of housing prices and interest rates in the United States.

13 See UBS(2008), FSA (2010). Besides flawed risk modelling, the use of special purpose vehicles (SPVs)
to hold risky assets off-balance-sheet without backing them with equity was another major factor.

14



On the side of banks, incentives for proper risk modeling may be lacking, to put the problem
diplomatically. The 2008 UBS Report to Shareholders on UBS's Write-Downs documents
flaws in risk modelling that were closely related to the incentives of UBS Investment Bank to
make their activities appear less risky to UBS Senior Management than they actually were.
Recent research on the effects of allowing the internal-ratings-based approach to assess credit
risks under Basel |1 suggests that, under this approach, assessments of probabilities of default
are systematically lower than under the standard approach while actual probabilities of default
are systematically higher.*

Additional concerns arise from the observation that major risks are not properly taken into
account. Examples are interest rate risk in the bank book,™ risks from correlated exposures in
the bank book, and risks from sovereign exposures in the currency of the country. Interest rate
risk in the bank book played a major role in the S& L crises of the early and late 1980s in the
United States, correlated exposures in the bank book, in particular, correlated exposures from
real estate and SME lending, played a major role in the banking crises of the early 1990s, the
US subprime crisis, and, more recently, the Irish and Spanish banking crises. Risks from sov-
ereign exposures in the currency of the country stand at the center of the crisis of the euro ar-
ea.’® However, interest rate risk in the bank book and risk from correlations in the bank book
(“concentration risk”) are left to Pillar 2 supervision without any explicit integration into capi-
tal regulation. Sovereign exposures that are denominated in the currency of the country have a
statutory risk weight of zero.

The quality of risk modeling has been questioned by the Basel Committee on Banking Super-
vision. Repeated findings that different banks use different methods and different data and
compute very different levels of required capita for the same portfolio have led the BCBS to
initiate a program of reform intended to ensure the consistency of capital requirements based
on risk-weighting.’” Some of the Basel Committee’s proposals aim at improving the method-
ology, but they cannot solve the underlying problem that the modelling and data foundations
for risk weighting are weak. Additional proposals such as fixed floors for risk weights, sug-
gest that the BCBS itself recognizes the fundamental limitations.

Therefore, even if arisk-weighted approach is used it should not be used alone but in combi-
nation with an unweighted approach. The Financial Stability Board's approach of requiring
banks to meet both requirements therefore seems plausible. Forcing banks to have more fund-
ing with bail-in-able debt if their operations are deemed to be very risky makes sense. By con-
trast, reductions in required equity or bail-in-able debt funding for banks that claim to have
few risksin their books can be very dangerous. Whereas it is true that, without risk weights, a

14  Behnetadl. (2014).

15  Admati and Hellwig (2013), Ch. 11, BCBS (2016).

16  Thisis not just a statement about the Greek debt write-down of 2012. Altavilla et al. (2016) show that,
quite generally, the exposure of banks to their holdings of domestic sovereign debt amplifies the trans-
mission of stress in the sovereign debt markets, with reduced bank lending to the real economy and in-
creased lending rates.

17  Seefor example BCBS (2015a), EBA (2014).
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bank that gambles gets away with the same equity funding as one that doesn'’t, it is even more
dangerous that with risk weights that can be flawed and close to zero a bank that exploits the
flaw can gamble even more. This distortion underlay the runup to the crisis.

At the same time, we must worry about the fact that, under current accounting rules, “total
assets’ are not actually total assets. Under the rules set by the International Accounting Stand-
ards Board, netting for derivatives allows many risks and many positions to not even appear
on a bank’s balance sheet. For example, the purchase by Deutsche Bank of a put on Italian
government bonds from Monte Paschi di Sienain the fall of 2008 was artfully split into three
transactions, an outright sale of bonds from Deutsche to Monte Paschi, a repo [oan from Mon-
te Paschi to Deutsche using the same bonds as collateral, and an interest rate swap with a ter-
mination clause containing the option, so that, under given netting rules, the positions did not
appear in the banks' balance sheets. The obligation from the transaction ended up contributing
significantly to the difficulties of Monte Paschi in 2012. Similarly, banks' commitments to
their own special purpose vehicles off their balance sheets are often not listed in their books.

For the determination of MREL, TLAC or simply required equity, it is important that all
source of risk are taken into account, including those that do not appear in the bank’s balance
sheet. For bail-in-able debt, the urgency is all the greater since surprises in resolution can de-
stroy the viability of the resolution process itself.

4.2 Risk weighted assets versus total assets and the capacity for loss absorp-
tion in resolution

Whereas in resolution remaining equity absorbs losses like bail-in-able debt and, indeed,
ahead of bail-in-able debt, the loss absorption function of bail-in-able debt is not the same as
that of equity, and regulation of MREL is conceptually different from capital regulation. Capi-
tal requirements, in particular, going concern capital requirements, concern the bank’s ability
to absorb losses prior to any resolution procedure. Such loss absorption actually forestalls the
need for a resolution procedure. By contrast, MREL regulation concerns the absorption of
losses in resolution but not before.

Because of this difference, the assertion by EBA (2015) that “regulatory capital requirements
and buffers already reflect the judgement of the supervisor and legislators about the level of
unexpected losses an institution should be able to absorb” is very problematic.'® With this
assertion, EBA glosses over the fact that loss absorption on a going-concern basis and loss
absorption in resolution are different. In fact, different notions of risk are appropriate in con-
sidering risk weighting for requirements of funding by equity and by bail-in-able debt.

The difference is understood most clearly if one considers the admittedly absurd situation
where the bank holds only a single asset, say aloan. From the ex ante perspective appropriate

18 EBA (2015a),p. 7.
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when considering equity requirements, an assessment of risk turns on the probability of de-
fault as well as the potential loss given default. From the ex post or ex interim perspective
appropriate for considering the determination of bail-in-able debt that is needed in resolution,
an assessment of “risk” will turn on the loss given default because, by the time resolution is
initiated, the loan has been defaulted on, i.e. the ex ante probability of default is no longer
relevant.

In the real world of course, the bank holds more than one asset and the zero-one treatment of
default in the preceding paragraph is inappropriate. Thus, if the bank holds multiple loans,
then, by the time the authorities initiate resolution, some will have defaulted and some will
still be sound. Nevertheless, the basic point remains valid: By the time resolution is initiated,
some adverse information has been realized and the prior probability assessments that were
used in assessing equity requirements are no longer appropriate.

This basic point also remains valid if one allows for the possibility that risk assessments are
continuously updated so that, shortly before resolution is triggered, risk assessments are no
longer the same as ex ante. Even in this case, the mere initiation of the recovery and resolu-
tion procedure is likely to necessitate a thorough reassessment of risks in the bank’s books.
Upon entering the bank, the resolution authority islikely to receive new information about the
skeletons in the bank’ s balance sheet. Market investors may draw information from observing
the authority’s intervention; the resulting increase in investor apprehensiveness may induce
the authority to take a more pessimistic view of the bank’s funding and of the need to generate
trust in the thoroughness of the asset valuation and bail-in procedure. The somewhat mechan-
ical approach taken by EBA (2015) to the assessment of equity needed to establish investor
confidence does not address this requirement.

In terms of the situation when resolution is started, two questions are key: First, what is the
fraction of impaired assets and what is the average loss ratio. Second, what is the conditional
probability of default on other loans and what is the conditional value at risk on assets in the
trading book given where the bank stands as it enters resolution. The first question is im-
portant for determining actual write-downs on assets. The second question is important for
determining what risks the bank is still exposed to. Increases in conditional default probabili-
ties may aso require write-downs. Even if they don't, they matter for the capital the bank
needs in order to be allowed to maintain its operations.

In terms of the bank book, the questions posed require alook at expected losses given default
and alook at the correlations between different default risks. Default correlations have an in-
fluence on how many loans might default at the same time; they also affect probabilities of
default on unimpaired loans conditional on the event of impairment on those loans that re-
quire write-downs. In practice, however, the methods used for assessing loss given default
and for dealing with correlations are very crude and have little to do with serious risk analysis.
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In terms of the trading book, one needs an assessment of 10ss expectations conditional on the
event that equity is insufficient, as opposed to the assessment that the probability of the latter
event lies below a specified threshold. The prevailing value-at-risk approach to assessing
capital requirements for market risks focuses on the probability of equity being insufficient
and pays little attention to the amount of the shortfal if this event should occur. But the via-
bility of resolution depends on the size of the shortfall relative to the available capacity for
loss absorption in this event.

In the context of determining equity requirements, the crudeness may be tolerable. After all,
the main concern of regulation to ensure that the probability of equity being insufficient is
very low. In the context of determining requirements for bail-in-able funding, however, the
crudeness is highly problematic. In this context, it is of the utmost importance that remaining
equity and bail-in-able debt be sufficient to cover losses when the bank goes into resolution
and that it be sufficient to provide the recapitalization that may be needed to keep the bank
going - taking account of the fact that intervening events may have led to a more pessimistic
assessment of circumstances and of the risksinherent in the bank’ s assets.

| doubt that we have the data required to do this analysis with any degree of reliability. Even
if we did, the determination of appropriate risk weights for the determination of bail-in-able
debt would require a new framework that has room for questions that Basel 11 and |11 have not
considered. For example, one might want to consider a scheme for determining “resolution at
risk”, i.e. set a threshold for the probability that equity plus bail-in-able debt together might
not be able to absorb losses. Or one might consider the tradeoff between the threshold proba-
bility for “resolution at risk” and a measure of the social damage if resolution fails. At this
point, systemic notions of damage must be taken into account, namely the costs to the finan-
cial system and the overall economy if resolution fails for alack of bail-in-able funding.

Conceptually, setting a threshold for “resolution at risk” might not seem very different from
setting a threshold for value at risk, e.g. the 1% considered for market risk. For example, we
might want to impose a threshold such that, if the bank enters resolution, then with a probabil -
ity of 99 %, the available loss absorption capacity is sufficient to cover immediate write-
downs and provide sufficient equity for maintaining systemically important activities. From
an ex ante point of view, this would correspond to making insufficiency if loss absorption
capacity in resolution an event that occurs with a probability no greater than one hundredth of
one percent (one percent conditional on the one-percent event that resolution is needed).

Such aframework can be set up, but we should have no illusion that estimates of probabilities
of such tail events can be done with any acceptable degree of reliability. Within the given
models, under the given distributional assumptions, one can compute the numbers, but the
relevance of the numbers depends on the distributional assumptions and, even more critically,
on the specification of the models. Given these concerns, | strongly advise against any form of
exclusive reliance on the risk weighting approach for the determination of requirements for
bail-in-able debt.
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Given that “total assets’ are not actually total assets, as discussed above, the FSB’s proposal
to rely on both, risk-weighted and total assets and go by whichever requirement is more strin-
gent seems most reasonable. By contrast, an approach that focuses only on risk-weighted as-
sets involves a significant danger of missing the main objective of having sufficient loss ab-
sorption capacity in resolution.

The reference to total assets is aso important in the context of the actual write-downs or con-
versions of bail-in-able liabilities. Write-downs and conversions are mandated as a result of
revaluations of assets in bank balance sheets. Even if one has doubts about the substance of
balance sheet entries (which presumably can be settled once the final accounting is made), it
these balance sheet entries have a legal dimension which provides some protection against
legal objections from the creditors in question. A threshold like the 8% of total assets for
which remaining equity and bail-in-able liabilities must be bailed in before a resolution fi-
nancing arrangement can be tapped has the advantage that it is defined in terms of the very
balance sheet entries that are relevant in the bail-in procedure itself. If such a threshold was
defined in terms of risk-weighted assets, the implications in resolution might be less straight-
forward and might give rise to disputes that might hamper the resolution itself.

5. Does It Matter? The Potential Impact of Basing MREL on
Risk-Weighted versus Total Assets

5.1 Distribution effects across banks

The Basel Committee’s and EBA’s impact assessments for TLAC and MREL have focused
on large banks.*® For TLAC, this was natural given that the FSB’s TLAC proposals concern
globally systemically important institutions. For MREL, the focus on large banks seems to
have been due to data limitations.

In the context of the question faced by the European Parliament, whether to base the MREL
requirement on risk-weighted or on total assets, data limitations are a serious problem. The
impact of the choice is likely to be different for different classes of banks. In risk weighting,
large banks tend to have an advantage because they have the resources required to use the
model-based approach to market risks and the IRB approach to credit risks. In contrast, small
banks are more likely to use the standard approach in both areas. However, | have not been
able to obtain disaggregated data referring to small banks.

For globally systemically important institutions, the choice concerning MREL will not make
much of adifference if the FSB’s proposals for TLAC are implemented through a Pillar 1 rule
that provides for both, a minimum TLAC requirement of 16 — 18 % of risk-weighted assets
and a minimum TLA requirement of 6.75 % of total assets. The question then is where the
boundary is drawn between institutions that must satisfy these Pillar 1 requirements and insti-

19  BCBS(2015b), EBA (2015).
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tutions that only need to satisfy a Pillar 2 MREL requirement. As mentioned above, it would
be appropriate to have the same requirement for these institutions as well as the globally sys-
temically important ingtitutions.

For small institutions, the available data do not permit any quantitative assessment. However,
it seems clear that the choice between risk-weighted and total assets for MREL is likely to
matter most for those institutions that have large portfolios of assets that are privileged in the
regulation, namely public debt and real estate loans (mortgages). For a bank that invests en-
tirely in these assets, the average risk weight may be on the order of 20% or less, in which
case the FSB’s 18 % of risk-weighted assets amounts to only 3.6% of total assets, barely
above the Basel 11l leverage ratio, Under the approach taken by EBA (2015), the number
would be even smaller, 2.1% of total assets.”

With small ingtitutions that are not systemically important, one may question whether the
bail-in tool is needed. If the institution is not systemically important, it can presumably be
wound down without any fear of systemic damage, in which case insolvency law will be ap-
plied. However, if many small institutions are involved, as was the case with the savings and
loans ingtitutions in the US in the 1980s and with the Cagjas in Spain in the recent crisis, they
may end up being systemic after all. Merging severa institutions into one may be one way to
move forward, at which point there is a need for loss absorption outside of insolvency law. It
should be noted that such an occurrence is most likely when many institutions have engaged
in similar risks, e.g. in real-estate lending, the very kind of activity that is privileged by risk-
weighting.

5.2 Distribution effects across countries

The distribution of the different effects across countries depends on the distribution of the
different types of banks and on the distribution of the different types of activities across the
different countries.

Within the euro area, globally systemically important institutions are not uniformly spread
across countries. In addition to the globally systemically important financial institutions in
larger countries (7 in Germany, 5 in France, 4 in Spain, 3 in Italy), there are 3 such institu-
tionsin the Netherlands and one each in Belgium and Austria.

By contrast, the other systemically important financial institutions are more evenly spread
across the euro area. This more even spread reflects the fact that the definition of other sys-
temically important financial institutions takes account of the importance of an institution
within a country. However, there are significant differences in size. The largest bank in a

20 EBA (2015), pp. 8f; EBA presumes a total capita requirement plus combined buffers equal to 10.5% of
risk-weighted assets but then assumes a ratio of risk-weighted to total assets equal to 35%, so the MREL
ends up at 3.75 % of total assets. For a bank specializing in public debt and mortgages, 35% would be
quite high.
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small country might not even be among the ten largest banks in alarge country. If such a bank
was located in the larger country, its impact on the system would be small and at least outside
an overall crisis it might not be difficult to find a buyer for it. Given that it is located in a
country where it is systemically important resolution may be more difficult however especial-
ly if concerns about the country’ s finances and the country’s financial system make it difficult
to find a buyer from across the border.

The size distribution of banks varies a lot across countries. In some countries, a small number
of banks dominates the financial system and holds a large fraction of assets, examples are
Greece (6 banks hold 92% of total bank assets), the Netherlands (10 banks hold 87% of total
bank assets), Estonia (5 banks hold 87% of total bank assets), and Finland (5 banks hold 85 %
of total bank assets).?! In these countries, the impact of legislative change concerning TLAC
and MREL depends on whether nationally systemically important financial institutions are
treated like globally systemically important financial institutions, i.e., whether they must satis-
fy TLAC requirements or not. If these institutions must satisfy a Pillar 1 TLAC requirement
that conforms to the FSB standards, then the impact of a change in MREL on these countries
will be small.

In other countries, the size distribution of banks is more dispersed. The most extreme cases
are Malta (4 banks hold 30% of total bank assets) and Luxembourg (10 banks hold 34 % of
total bank assets), where the numbers reflect, at least partly, the presence of foreign banks. Of
greater interest in the present context are countries like Austria (9 banks hold 40 % of total
bank assets) or Germany (60 banks hold 64 percent of total bank assets), where there are
strong traditions of public or cooperative banking with a high degree of institutional decen-
tralization.?? For institutions of this type, which are unlikely to be assessed as being systemi-
cally important in any sense, at least on an individual basis, a Pillar 2 requirement for MREL
is likely to be of particular importance. Unfortunately, | have not seen any data about these
institutions that would permit a serious quantitative assessment.

Looking at the problem from another perspective, | have considered the roles of rea estate
and sovereign lending in different countries. Since real estate and sovereign lending enjoy low
risk weights, the impact of risk weighting is likely to be largest where these positions are most
important. For real estate lending, EBA (2016) show a share of real estate activities in total
exposures exceeding 30% in Germany, Finland, Ireland, a share between 20% and 30% in
Austria, Spain, France, the Netherlands, and a share below 20% in Belgium, Estonia, Cyprus,
Croatia, Italy, Luxembourg and Portugal.

Turning to the distribution of sovereign exposures in the euro area, Table 1 below, which is
drawn from the ECB’s Statistical Data Warehouse, gives an overview over the absolute val-
ues and the share in total assets of sovereign exposures of banks in the different euro area
countries at the end of the first quarter of 2016. The numbers must be considered with some

21  SeeAltavillaet . (2016).
22 SeeAltavillaet . (2016).
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caution because, as explained by Altavilla et al. (2016), there is significant dispersion with
countries as well as between countries. However, | have not had access to the individual bank
dataused by Altavillaet a. (2016).

The average of sovereign exposures of monetary financial institutions in the euro area
amounts to 9,4 % of their total assets. However, there is significant dispersion. In some coun-
tries, sovereign exposures of banks lie significantly above the average. Sovereign exposures
relative to total assets lie above 15 % in Italy, Slovenia, and Slovakia. Italy in fact exhibits the
largest absolute amount, slightly larger than in Germany, where total assets are amost twice
as large. Sovereign exposures lie below 7% in Estonia, Greece, France, Cyprus, Latvia, Lux-
embourg, Malta, Netherlands, and Finland.

The differences between countries reflect differences in traditions as well as differences in
crisis experiences. For example, the difference between France and Germany most likely re-
flects the fact that in France, government debt is more prominently held by insurance compa-
nies than by banks whereas in Germany, government funding has traditionally been a major
function of regional and local public banks. In Italy as well government funding has tradition-
ally been a mgjor function of banks, but in this case, significant public deficits in the crisis of
the past few years have significantly increased this role?® Altavilla et al. (2016) note that,
since 2011, sovereign exposures of banks in “vulnerable countries” (Cyprus, Greece, Ireland,
Italy, Portugal, Slovenia, Spain) have grown significantly faster than in “non-vulnerable”
countries.** They also observe that this growth was much particularly in public banks, in
banks that had recently been bailed out, and in banks that were poorly capitalized and inter-
pret this finding by a combination of “moral suasion”, applicable in public banks and banks
that had recently been bailed out, and a “carry trade’, i.e. risk-taking, applicable in poorly
capitalized banks that were gambling for survival. Whereas Altavilla et a. (2016) treat “vul-
nerable” countries as a group, it is worth noting that by now these countries’ banks sovereign
exposures are quite heterogeneous.

To trandate these numbers into MREL requirements, is suffices to note that, under a risk-
weighted-assets approach, holdings of central government debt that is denominated in the cur-
rency of the country would not entail any MREL requirements and, under a total-assets ap-
proach, using the 8% ratio given in Art. 44 of the BRRD, holdings of government debt equal
to 10% of total assets would add some 0.8% of total asset to the requirement for bail-in-able
liabilities, 0.5% more than the Basel 111 leverage ratio requirement. The last column of Table
1 lists the impact 8% addition for the different countries relative to total assets. The overall
effects seem relatively small except for Spain, Italy, Slovenia and Slovakia; for Spain and
Italy of course the indicated percentages are applied to relatively large values of total assets.

23 SeeESRB (2015), Altavillaet al. (2016).
24 Vulnerability” is defined by the event that the premium of sovereign debt relative to the German Bund
has exceeded 6 % in at least one quarter during the period under consideration.
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These numbers should not be interpreted as definitive measures of the impact of using total
rather than risk-weighted assets for MREL. The actual impact is likely to be smaller for sev-
era reasons. First, as mentioned, for banks subject to TLAC requirements the issue is moot,
and presumably there is no additional effect of the treatment of MREL. Second, since Basel
[l stipulates a leverage ratio requirement of 3% anyway, the 8% MREL requirement assumed
in Table 1 is not fully an addition. Third, depending on the treatment of debt issued by subu-
nits of governments, some of the sovereign exposures may already have positive risk weights.

Table 1: Sovereign Exposures of Euro Area Banks

Government loans and securities MREL addition
Country € billion % of total assets % of total assets
Belgium 117,4 10,5 0,84
Germany 720,4 9,3 0,74
Estonia 0,7 3 0,24
Ireland 75,3 7,2 0,58
Greece 22,2 5,8 0,46
Spain 385,5 13,7 1,1
France 482,8 5,8 0,46
Italy 728,8 18,4 1,47
Cyprus 3,9 4,5 0,36
Latvia 1,4 4,5 0,36
Lithuania 2,2 8,9 0,71
Luxembourg 63 6,3 0,5
Malta 3,2 6,8 0,54
Netherlands 159,1 6,1 0,49
Austria 80,6 9,4 0,75
Portugal 52,1 11,7 0,94
Slovenia 9,1 22,4 1,79
Slovakia 11,8 16,8 1,34
Finland 30,5 51 0,41
Euro area 2950,3 9,4 0,75

Source: ECB Statistical Data Warehouse, own calculations.

According to the Capital Requirements Regulation, the zero-risk-weight rule applies to debt
issued by central governments or to debt issued by subunits of governments if this debt is
guaranteed by the central governments. In this respect, the legal situation is unclear. Quite
often, regions and municipalities are assumed to be guaranteed by central governments but the
case of the province of Carinthia and the treatment by the government of Austria of the guar-
antees that Carinthia had given to the bank Hypo Group Alpe Adria suggests that in practice
these guarantees are not always tight. This question might arise, for example, for public sav-
ings banks and Landesbanken in Germany, which hold debt of the municipalities and the
Léander, whereit is not clear to what extent this debt is covered by the Federal Government.
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In the back of these observations stands the question of principle whether the zero-risk-weight
rule for sovereign exposures is appropriate in a context where sovereign debt is not actually
riskless. The issue has been extensively discussed by the European Systemic Risk Board.? If
risks are actually present, it seems appropriate for banks to protect against them. The concern
that governments under stress do not want to see the stress increased by having banks shy
away from funding them is understandabl e but rai ses serious issues about the relation between
banks and their sovereigns. The more one gives way to these concerns, the more difficult it
will be to cut the bank-sovereign nexus, one of the objectives of the European banking union.

In this context, it worth pointing out that the benefits to stressed governments from having
access to easy bank finance come at a cost. Altavilla et a. (2016) given evidence showing that
the funding of stressed governments in the crisis has come at a significant cost in terms of
reduced lending and higher loan rates to nonfinancial companies, in particular SMEs. The
privilege accorded to sovereign borrowing provides the basis for a form of financia repres-
sion that isinimical to economic growth.

6. Conclusions

For the viability of the resolution tool it is of the utmost importance that remaining equity and
eligible liabilities be sufficient to cover losses assessed in resolution so as to re-establish sol-
vency. If there is any doubt about solvency in resolution, continued funding is at risk, and that
could make it impossible to maintain systemically important operations, even temporarily.

Most of the costs of MREL and TLAC that are perceived by the institutions themselves are
not truly social costs but are private costs that are matched by benefits to taxpayers not to
mention the benefits from reducing systemic damage.

However, it may make sense to have a differential treatment of small institutions that do not
have access to organized markets and of large institutions that do have access and that are
more likely to raise systemic concerns in resolution.

Calibrating regulatory requirements to risk-weighted assets is problematic because risk
weights are highly unreliable; the statistical basis for determining risk weights is insufficient
and the procedure lends itself to manipulation, including manipulation by subunits of the reg-
ulated unites. Important risks are not even consistently covered.

For MREL and TLAC, risk weighting is particularly problematic because the relevant risk is
not defined in terms of the probability of something bad happening but in terms of the extent
if the damage if something bad happens. Reliable estimates for conditional expectations and
conditional correlations are even more difficult to obtain than reliable estimates for value at
risk and probabilities of default.

25  SeeESRB (2015).
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Calibrating regulatory requirements to total assets suffers from the fact that “total assets’ do
not really represent total assets. Due to netting and other accounting provisions, important
risks do not appear in balance sheets.

Given the flaws in both approaches, the Financial Stability Board's proposal to impose lower
bounds on total |oss absorption capacity in resolution in terms of both, risk-weighted and total
assets may at this point be the most reasonable way forward.

Whereas a lack of data prohibits a reliable quantitative assessment, proxy considerations rely-
ing on real estate exposures and sovereign exposures suggest that in terms of additional fund-
ing by bail-in-able debt, the overall effect is likely to be small, but for some countries, the
need to have MREL backing sovereign exposures may be significant.
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