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Big banks must become globally resolvable – or significantly ‘smaller’

/ 1 May 2023

The subsidised emergency takeover of Credit Suisse by UBS brings the current global ‘too big to fail’ regime into question. This column

argues that an in-depth analysis of the global resolution framework by both regulators and academics is needed. The main question is

whether a resolution of a global systemically important bank is indeed feasible in plausible scenarios. An affirmation would clearly be

the best possible result of this analysis. However, if such a resolution proves not to be realistic, then there should be no hesitation to

drastically reduce the global risks of such institutions via regulation of their business models.
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Editors' note: This column is part of the Vox debate on "Lessons from Recent Stress in the Financial System"

Sunday, 19 March 2023 was a historic day for Swiss economic policy – and not in a positive sense. It was the day Swiss authorities announced
a subsidised shotgun marriage between the two globally systemic Swiss banks. Credit Suisse had suffered a dramatic loss in confidence in its
business model that triggered a spectacular bank run, which was ultimately resolved by a de facto takeover by UBS. This event is not only
relevant for Switzerland but for the entire regulatory framework of global financial markets. It puts a huge question mark on whether global
‘too big to fail’ (TBTF) provisions for such cases will ever work as planned. Instead of a resolution according to the gone concern framework
promoted internationally by the Financial Stability Board (FSB 2021), the Credit Suisse case was handled as if we were back in 2008. The
government stepped in and used taxpayer money to avoid a potentially catastrophic breakdown of an obviously still ‘too big to fail’
institution. And all international observers applauded this swift action that clearly went against the provisions painstakingly designed,
implemented, and internationally coordinated in the past decade.
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Swiss authorities will certainly hurry to produce an in-depth analysis of the case and its regulatory consequences. The case, however, goes
far beyond this and deserves a thorough international inquiry as it is relevant for the regulation in all financial centres. In my view, the
follow-up to the Credit Suisse case must now finally and unequivocally achieve the goal declared in 2008: there must be no company that is
too big to fail! And ultimately there are only the approaches mentioned in the title of this column. Either a global resolution without state
support is possible in plausible crisis scenarios, or the big banks must become ‘smaller’; the quotation marks mean less risky, in the sense
that it may no longer be allowed to do business that endangers global financial stability.

Resolvability remains the silver bullet

The concept that a business idea can fail and thus a company can go bankrupt is one of the fundamentals of a functioning market economy.
If this possibility does not exist, it leads to seriously distorted incentives and to dysfunction. Large banks that are ‘too big to fail’ are therefore
unacceptable in a market economy, and correspondingly intensive efforts were made to find a solution after the Global Crisis. The goal of
global regulatory efforts became clear very quickly: a large bank must become resolvable and thus lose its ‘too big to fail’ status. This means
that in the event of a crisis, the authorities must be able to order a restructuring or an orderly bankruptcy. If this succeeds, it is clearly
superior to all other regulatory approaches. Indeed, any alternative means regulating the banks' business activities, which has the
disadvantage of any planning approach. Not only would the authorities have to know the existing businesses and their risks and regulate
them, but they would also have to continuously assess any innovation and re-regulate accordingly. In view of these bureaucratic challenges,
it is much more effective to leave the big banks their entrepreneurial freedom on the condition that they can be wound up at any time.

This approach remains the silver bullet of big bank regulation and has guided international ‘too big to fail’ regulatory efforts over the past
decade. This was also the case in Switzerland where reports of two expert groups that included regulators, academics, and private sector
representatives provided the blueprint for the current regulation (Swiss TBTF Commission 2010, Swiss Strategy Commission 2014). Based on
these requirements, the big banks rebuilt their organisation at great expense so that the systemically important parts could be spun off in
the event of a crisis. At the same time, bail-in capital and international agreements were to ensure that the rest of the bank could be
restructured or wound up in an orderly manner.

Urgent feasibility analysis

The recent decision by the Swiss authorities not to wind down Credit Suisse according to this procedure now raises fundamental questions.
Did they simply find and implement a less far-reaching alternative here, or would proceeding according to plan not have worked, or
triggered a severe global financial crisis? Was a global resolution of Credit Suisse feasible, and if not, why not? These questions are of
fundamental importance not only for Swiss financial market policy, but also for international ones, since ‘too big to fail’ regulation works
according to these rules in all locations of global systemically important banks. Switzerland can and should undertake this analysis for itself
as soon as possible but can also press with some legitimacy for a rapid and in-depth international evaluation of the event and its
consequences; this is of interest to all major financial centres.

This in-depth analysis should cover the specific case of the demise of Credit Suisse in spring 2023, but also think through alternative
plausible crisis scenarios. It can lead to three conceivable outcomes:

1. A global resolution would be possible and defensible with acceptable risks.

2. A global resolution would be too risky today because there are still substantial gaps in the concept and/or a bankruptcy of a major bank
in clearly identifiable businesses would trigger massive turbulence.

3. A global resolution is fundamentally not feasible under plausible scenarios.

Only based on this analysis – which should be available as soon as possible in view of the urgency of the problem and the political pressure –
will it then be advisable to adjust ‘too big to fail’ regulation.

Of course, ideal would be to arrive at result 1, i.e. that resolution according to plan is possible. The conclusion would then be that the fears of
the authorities in the case of Credit Suisse were exaggerated and that – if necessary, with a few cosmetic adjustments in the international
agreements – in the future a major bank can be confidently sent into forced restructuring or bankruptcy in the event of a crisis.
Unfortunately, based on the current state of knowledge, this outcome is rather unlikely. One would have to be very certain and have a
consensus on this within the Financial Stability Board to come to the conclusion that no regulatory adjustments are needed.

In my assessment, the most likely outcome is 2: global resolution is not fundamentally impossible, but it will take some and substantial
adjustments before this concept really works. It seems clear that a number of the reforms needed to achieve this would only be possible in
an international context involving all relevant financial centres. Accordingly, it is likely to take a long time. Individual countries that are
especially affected, such as Switzerland, should, therefore, seriously consider taking earlier actions such as significantly higher capital
requirements for transactions that endanger global resolvability.

It cannot be ruled out that the conclusion 3 will be reached, i.e. that global resolution is fundamentally not possible and even reforms cannot
save the system. This would be a very far-reaching finding, which would also have to lead to a fundamental realignment of big bank
regulation internationally. From the perspective of Switzerland, which is particularly exposed, this would mean that the ‘too big to fail’
problem could only be solved by a drastic downsizing of UBS's global systemically important activities. In fact, Switzerland could probably
no longer be the host country of such a bank. Of course, it is good for a country with a sizeable financial centre if a major global bank is
based here. But that is only on the condition that its business model can fail, just like any that of any other company. If that is not the case,



then a small country especially should not hesitate to accept the withdrawal of the headquarters of such a bank; the potential costs of a
failure are far too great. There should be no industrial policy style subsidies in favour of large banks.

Conclusion

Overall, it is important not to hastily discard the ‘too big to fail’ concept of global resolutions of large banks in view of the recent experience.
Considerable efforts have been made by the banks and the authorities in recent years to make this possible. Resolvability remains the most
efficient way to tackle the problem of the implicit ‘too big to fail’ subsidy for big banks. However, if the analysis concludes that the concept
cannot be implemented even with additional regulatory efforts, then economic policy must aim at making the banks smaller and/or globally
less risky, even with far-reaching interventions. This is especially the case for a small country with a large financial centre. Given the
internationally record-breaking size of Switzerland's largest bank in relation to GDP, the country simply cannot afford an UBS with a state
guarantee. Larger countries might have the fiscal means to do this but subsidising global banks is an especially inefficient and unfair policy.
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