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Preface

In the aftermath of the takeover of Credit Suisse by uBs, communi-
cated on 19 March 2023, the Federal Council decided on 29 March 2023
to undertake a thorough review of the events and a comprehensive
evaluation of the too-big-to-fail regime." As a result of this decision, on
17 May 2023, the Federal Department of Finance (FDF) established

the Expert Group on Banking Stability with a mandate to present the
FDF with independent strategic considerations on the role of banks
and the framework in which they operate. The aim is to enhance the
stability of the Swiss financial centre.

As mandated by the FDF, the expert group focuses on financial market
and stability issues (excluding considerations of state and com-
petition law) and selects its own agenda. It is also guided by the audit
mandates stipulated by parliament that the Federal Council is required
to fulfil, and it takes into account the report by Professor Manuel
Ammann dated 19 May 2023,° which was also commissioned by the FDF.

The expert group began the work on 23 May 2023, and by 18 July 2023,
it had conducted fifteen interviews with institutions and individ-
uals involved in the management of the Credit Suisse crisis (see Annex
B). The report was completed on 14 August 2023. The State Secretariat
for International Finance (s1F) provided the organisational and
logistical secretariat, as well as editorial support for the expert group.

This report presents the findings from these interviews and from the
group’s internal reflections, deriving recommendations which

are to be understood as food for thought and are intended to serve as
a contribution to the evaluation and further development of the
too-big-to-fail regime, and to support the Parliamentary Investigation
Committee.

In line with our forward-looking and broad mandate, the report does
not contain extensive analysis of past events or detailed regulatory
reform proposals.

We would like to express our gratitude for the trust placed in us and
wish you an interesting read.

Yvan Lengwiler
Chairman of the Expert Group
on Banking Stability
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Executive summary

The state-sponsored acquisition of Credit Suisse by uBs in
March 2023 quickly rectified a precarious situation,
underlining Switzerland’s contribution to financial sta-
bility. Nevertheless, it has raised questions on the viability
of the too-big-to-fail regime. This report of the Expert
Group on Banking Stability discusses lessons and makes
recommendations to address gaps in the regime.

On 19 March 2023, Credit Suisse became the first global systemically
important bank (G-siB)* to face imminent resolution.® This followed
years of scandals, flawed strategies, poor profitability, and many
changes of management at the bank. The ongoing crisis of a number
of specialist and regional banks in the United States in the first
months of 2023 accelerated the loss of confidence in Credit Suisse —
it ultimately suffered a bank run and was no longer able to recover
without assistance.

Against this backdrop, the state-backed takeover of Credit Suisse

by uBs was greeted with relief in Switzerland and abroad. The takeover
prevented major upheavals and calmed the situation surprisingly
quickly and sustainably. In doing so, it made a substantial contribution
to global financial stability. The transaction was of considerable
significance for the Swiss and global economies, and was widely wel-
comed by foreign authorities.

The state-backed takeover had advantages compared to resolution
because it came with comparatively few execution risks. However,

as a result, UBs is now the only internationally active G-siB headquar-
tered in Switzerland.

Switzerland has a strong international banking centre
that requires effective and internationally accepted
banking regulation and supervision.

The Swiss economy benefits from the presence of large, internationally
active Swiss banks and from the strength of its financial centre.
Banks, and in particular large internationally active banks such as UBs,
are an important part of the financial centre’s ecosystem. They
provide the real economy with financing on favourable terms and pro-
vide financial expertise that is important in all areas of the economy.

The presence of an international banking centre requires effective and
internationally accepted banking regulation and supervision.

These are prerequisites for a major bank to operate internationally
out of Switzerland.



The report observes that significant progress has been made within
the TBTF regime® since the global financial crisis of 2007-08.
Stronger capital and liquidity requirements have been beneficial.

It is a fact, however, that the authorities chose not to implement the
prepared resolution plan envisaged by the TBTF regime. It is

an open question whether this plan could have worked in principle,
or whether its implementation was judged to be unrealistic or

too risky.

Switzerland should review the TBTF regime and close

the identified gaps. In the event of a uBs crisis, the option
of a Swiss takeover will no longer be available. This
makes it all the more important to strengthen crisis man-
agement preparedness.

Should the need for UBS’s resolution arise, the option of merging with
another large Swiss bank is no longer available. Consequently,
resolution must be both feasible and effective. Thus, it becomes im-
perative to review the TBTF regime for potential gaps and to
address them.

The expert report provides insights and actionable suggestions
to enhance the current TBTF framework in the following four areas:
crisis management, liquidity, supervision, and capital adequacy.

1. Enhancements in crisis management preparedness
will be crucial.

The Financial Market Supervisory Authority (FINMA), the Swiss National
Bank (snB) and the Federal Department of Finance (FDF) must share
responsibility for successful crisis management. They should jointly
monitor, evaluate and communicate the viability of the resolution

of (global and domestic) systemically significant banks on a continuous
basis. Ways of enhancing cooperation between these authorities

in preparing for and managing crises should be explored.

2. Addressing gaps in access to liquidity.

Ensuring access to liquidity even under difficult conditions is indis-
pensable for banks. Digitalisation has further increased the likeli-
hood and speed of bank runs. Measures needed to address gaps in the
liquidity mechanisms concern both the provision of emergency
liquidity assistance by the sNB (ELA)7 and the subsidiary provision
of liquidity guaranteed by the state to a bank in the event of
resolution (PLB).



3. Additional and more effective powers and
tools for banking supervision.

FINMA requires additional instruments to enable it to supervise more
effectively and intervene at an early stage. FiNma should have the
means to use market information more effectively in its supervision.

4. Enhanced transparency in the quality of capital.

FINMA should improve transparency on capital quality. The market for
AT1bonds? issued by Swiss banks has suffered damage. Accordingly,
measures are needed to revive the Swiss AT1 market.
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I Introduction

I.I The state-backed takeover of Credit Suisse
by uBs in March 2023

On 19 March 2023, Credit Suisse became the first global systemically
important bank (G-s1B) to face imminent resolution.’® This had

been preceded by years of scandals, flawed strategies, poor profitability,
and many changes of management at the bank. The share price,

the ratings from the leading rating agencies, and the default risk
premia (cps) tracked these developments (see Figures 1 and 2).

The situation at Credit Suisse in 2023 differed considerably from that
of uBs when it was bailed out in 2008. At that time, UBs suffered

the effects from bad investments in securitised subprime mortgages.
It was a classic solvency crisis. Credit Suisse, on the other hand,
remained well capitalised until the end (see Table 1). Its demise was
caused by customers losing confidence in its management and

in the bank’s business conduct.

The ongoing crisis of several specialist and regional banks in the
United States in the first months of 2023 accelerated the loss of con-
fidence in Credit Suisse even further. Credit Suisse ultimately suf-
fered a bank run and was no longer able to recover without support.

On 19 March 2023, uBs'' and Credit Suisse’> communicated the pro-
posed merger. FINMA approved the takeover of Credit Suisse by

UBs,'? and the Swiss government supported it with state measures.
Accordingly, no resolution of Credit Suisse occurred.

The state-backed takeover of Credit Suisse by us based on emergency
law was greeted with relief in Switzerland and abroad. The takeover
prevented major market dislocations and calmed the situation quickly
and sustainably. In doing so, it made a substantial contribution to
global financial stability and was also welcomed by foreign authorities.

The authorities had three options: resolve Credit Suisse according

to the prepared plan, public ownership of Credit Suisse, and a merger
with uUBs. In all three scenarios, the sNB would have had to provide
large amounts of liquidity and the federal government would have had
to provide the sNB with guarantees for part of this liquidity. This
required the use of emergency law.

The sNB provided Credit Suisse and uBs with liquidity assistance
credit limits of up to cHF 250 billion. Of this amount, cHF 100 billion
were backed by a federal default guarantee. The commitments con-
sisted of short-term loans to bridge Credit Suisse’s liquidity problem;
they did not involve any injection of capital in the form of equity.
The commitments served to safeguard the systemically important
functions in the event of a crisis and represented a low financial risk
for the federal government and the sSNB. Moreover, the loans bear


https://www.ubs.com/global/en/media/display-page-ndp/en-20230319-tree.html
https://www.credit-suisse.com/about-us-news/en/articles/media-releases/credit-suisse-and-ubs-to-merge-202303.html
https://www.credit-suisse.com/about-us-news/en/articles/media-releases/credit-suisse-and-ubs-to-merge-202303.html
https://www.finma.ch/en/news/2023/03/20230319-mm-cs-ubs/
https://www.finma.ch/en/news/2023/03/20230319-mm-cs-ubs/
https://www.efd.admin.ch/efd/en/home/the-fdf/nsb-news_list.msg-id-93793.html
https://www.efd.admin.ch/efd/en/home/the-fdf/nsb-news_list.msg-id-93793.html
https://www.efd.admin.ch/efd/en/home/the-fdf/nsb-news_list.msg-id-93793.html
https://www.efd.admin.ch/efd/en/home/the-fdf/nsb-news_list.msg-id-93793.html
https://www.finma.ch/en/news/2023/03/20230319-mm-cs-ubs/
https://www.finma.ch/en/news/2023/03/20230319-mm-cs-ubs/
https://www.finma.ch/en/news/2023/03/20230323-mm-at1-kapitalinstrumente/
https://www.finma.ch/en/news/2023/03/20230323-mm-at1-kapitalinstrumente/
https://www.finma.ch/en/news/2023/03/20230323-mm-at1-kapitalinstrumente/
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interest, are amortised, and - for those with a federal guarantee -
are remunerated with a commitment premium and a risk premium.

Finally, once the merger was complete, UBs was liable for the

loans, which contributed to an additional reduction of the risk.

In all cases, Credit Suisse AT1 bonds in the amount of around
CHF 16 billion would have been written down.

Resolution would have had the advantage that Credit Suisse would
initially had been maintained as a functioning bank. Over time, parts
of the bank that do not fit the new strategy could have been sold

off. In this scenario, foreign interested parties would have come into
consideration as possible buyers in addition to UBs.

The disadvantage of this solution were the risks inherent in the con-
version of at least part of the bail-in bonds (see section 2.3).

However, the fact that the shareholdings were not written off and
the bail-in was not carried out surprised many observers.
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Compared to a resolution, the state-supported takeover by uss had
the advantage that it was relatively simple, it restored confidence
quickly and avoided the risk of a bail-in. But it also has disadvantages.

First, it exposed the public sector to considerable risk. The federal gov-
ernment assumed a loss guarantee for certain assets of Credit Suisse
that are now held by UBs, amounting to a maximum of cHF g billion.
This guarantee is remunerated and does not trigger any immediate
negative financial implications for the federal government. Unlike the
liquidity assistance described above, however, there was nevertheless
anon-negligible likelihood that it would become an effective loss

for the federal government.'® uss has terminated this contract in the
meantime, and the federal government no longer bears any risk.

On the contrary, it has even earned receipts of CHF 200 million on
the federal guarantees.

Second, the takeover has resulted in UBs being the only global sys-
temically important bank headquartered in Switzerland. This might
pose challenges for Swiss companies as UBS is now in a stronger
market position as provider of certain financial services. In addition,
the complexity and political weight of uBs have increased, making
supervision and regulation of the bank more challenging. The takeover
could lead to substantial job cuts at Credit Suisse and uBs worldwide.
However, this might also have occurred in the case of a resolution.

I.2 Switzerland as an international banking centre

Benefits for Switzerland

A strong international Swiss financial centre - and in particular large,
internationally active banks - provide significant advantages.

First — large, internationally positioned banks provide financial
resources and services to the real economy. They ensure high-quality
professional support for reliable and cost-effective global payment
transactions, short- and long-term lending for domestic and foreign
business, currency hedging, capital markets services, export financing,
risk management, support for mergers, succession arrangements

etc. Their international network is key as most financing sources for
syndicated loans, bond origination, and share placements are found
abroad. Other than foreign banks, only uBs now has a distribution


https://www.efd.admin.ch/efd/en/home/financial-affairs/ubs-takeover-credit-suisse /financial-implications-confederation-cs-ubs.html
https://www.efd.admin.ch/efd/en/home/financial-affairs/ubs-takeover-credit-suisse /financial-implications-confederation-cs-ubs.html
https://www.efd.admin.ch/efd/en/home/financial-affairs/ubs-takeover-credit-suisse /financial-implications-confederation-cs-ubs.html
https://www.admin.ch/gov/en/start/documentation/media-releases.msg-id-97300.html
https://www.admin.ch/gov/en/start/documentation/media-releases.msg-id-97300.html
https://www.sif.admin.ch/sif/en/home/documentation/swiss-financial-centre.html
https://www.sif.admin.ch/sif/en/home/documentation/swiss-financial-centre.html

network sufficient for such financing. Many Swiss companies operate
globally, the international business accounts for 60% of their turn-
over. They need banks to support them. Even medium-sized enterprises
may require financing in excess of CHF 100 million and smaller

banks can only offer this, if at all, as part of a consortium, which is
significantly more complicated.

Foreign banks are not a fully adequate substitute because, firstly,
they are more interested in larger clients for cost reasons and,
secondly, they tend to reduce their operations in Switzerland when
times are difficult.

Second — uBs (and formerly Credit Suisse) as a “bank for banks”also
offers essential bank-to-bank services (e.g., securities custody services,
international currency settlement etc) to small and medium-sized
banks in Switzerland, contributing substantially to the smooth func-
tioning of the Swiss financial centre and its ecosystem. Dependence
on foreign banks for such services could be strategically risky.

Third — a vibrant financial centre helps maintain a specialised pro-
fessional workforce. This expertise is not only necessary for financial
institutions in the narrow sense, but is also needed in other areas

of the economy. It fosters the competent management of financial
risks in the corporate sector (e.g., currency hedging and export
financing) as well as in the public sector. Sufficient financial expertise
supports innovative product development and manufacturing and

it forms a necessary element in the development of new markets. Major
banks also play an essential role in training within the banking
sector. For instance, about half of cantonal bank ceos originally came
from a G-s1B.

Fourth — the profile and reach of the financial centre are an essential
basis for the attractiveness of the Swiss franc and for its status as

a safe haven. The importance of the financial centre guarantees global
demand for the Swiss franc, which opens up opportunities for
monetary policy that would otherwise be precluded.

Fifth — in part thanks to its international importance, the financial
centre (financial and insurance services) is a significant employer
(2022: 5.2% of total employment) and contributes disproportionately
to GDP (2022: 8.9%) and to fiscal revenue (2021: 13.3%).
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in cHF billion QI 2023 Q4 2022 Q3 2022 Min. Table 1.
Regulatory key figures for
Credit Suisse Group AG

Capital, risk-weighted

CET1 35.8 14.7% 36.7 14.6% 39.9 14.6% 10.0%

CETI1, AT1 and TLAC are different forms
of capital and are explained in

TLAC 97.9 40.2% 99.1  39.5% 97.4 35.5% 28.6% section 5.3. “LR denominator” denotes
the unweighted total assets plus
selected off-balance-sheet positions.
Capital, unweighted Size is important in the regulations.
“Min. denotes the regulatory
minimum, see Figure 5 in section 5.3.

CET1 + AT1 49.4 20.3% 50.0 19.9% 50.1 18.3% 14.3%

RWA 243.8 251.0 274.1

Leverage Ratio CET1 32.8 5.0% 32.7 5.0% 41.7 4.9% 3.5%

LR CET1 + AT1 49.4  7.6% 50.0 7.7% 50.1 5.9% 5.0%
TLAC 97.9 15.0% 99.I 15.2% 97.4 11.5% 10.0%
LR denominator 653.0 650.5 836.9
Total assets 540.3 531.4 700.4

Liquidity
LCR 178% 144% 192% 100%
HQLA 118.1 120.0 226.8

Implications for the regulatory framework

All of this means that Switzerland has an interest in continuing to be
the home to large, globally active banks. Accordingly, the regulatory
framework must be designed so that Switzerland can continue

to serve as an internationally attractive location for such banks.

This requires strong, internationally recognised banking supervision
and regulation. In light of the collapse of Credit Suisse, the question
arises as to how the resilience of systemically important banks in
Switzerland and the instruments available in the event of a crisis can
be further strengthened (see Box 2). The regulatory framework

has to ensure the resilience and effective resolution of a systemically
important banks should it nevertheless fail Otherwise, Swiss tax-
payers and the international financial system would be exposed to the
risk of a disorderly bank failure, and Switzerland will cease to

be attractive as a location for such institutions in the medium term.

Accordingly, the current regulatory framework must be carefully
reviewed in light of the new situation and adjusted as necessary,
taking international developments and national policy into account.

International standards should guide the reforms of the Swiss TBTF
framework (see Box 3). However, Switzerland also must take its
specific situation into account when implementing them. In particular,
the importance of the remaining G-s1B for the Swiss economy and
the disproportionate size of this bank in relation to the Swiss national
economy as compared to other countries must be taken into
account (see Figure 3).


https://www.credit-suisse.com/about-us/en/investor-relations/financial-regulatory-disclosures/regulatory-disclosures/pillar-3.html
https://www.credit-suisse.com/about-us/en/investor-relations/financial-regulatory-disclosures/regulatory-disclosures/pillar-3.html

How can a bank be sound from
a regulatory perspective and
yet be in imminent danger of collapse

Ultimately, Credit Suisse failed due to a crisis of con-
fidence. Banking requires trust as its customers
are unable to see what the bank is doing with their
money. Markets, investors and customers lost
confidence in the bank, and withdrew their assets,
resulting in a run on the bank.

It is nonetheless remarkable that this crisis esca-
lated despite the fact that both the snB and
FINMA confirmed that the bank met the regulatory
liquidity and capital requirements at all times

(see Table 1). In principle, there are four possible
explanations for this apparent contradiction.

The first possibility — is that this was a “pure bank
run”, a random event out of the blue that causes

a number of bank customers to withdraw their
deposits, which in turn encourages even more cus-
tomers to withdraw deposits. The bank then
quickly becomes illiquid, and the bank run becomes
a self-fulfilling prophecy. The central bank, as the
lender of last resort, then intervenes with sufficient
liquidity and prevents this undesirable (because
unnecessary) failure of a bank that is actually solvent.

It is not possible to eliminate this explanation com-
pletely as the weeks before Credit Suisse’s demise
saw a crisis in the United States and heightened
market jitters.Yet, it would be inappropriate to depict
the crisis at Credit Suisse as a crisis of confidence
that came out of the blue. After all, the bank's
share price had lost 90% of its value between 2021
and 2023, its ratings were declining and cbs
spiking (see Figures 1 and 2).

The second possibility — is that the regulatory
indicators were not suitable for identifying a crisis
of confidence in a timely manner. Regulatory
indicators show the extent to which capital and
liquidity buffers are available. To some extent
they are always backward-looking. However, reg-
ulatory indicators provide no information about
the credibility of the bank’s strategy, its business
model and profit outlook, the quality of its man-
agement and board of directors, and the bank’s
resilience to a crisis (see section 4.2).

The third possibility — is that the regulatory indi-
cators provided an incomplete picture of the buffers
that were actually available. For example, the
indicators may “add up” for the group as a whole,
but the liquidity and capital might not be suffi-
cient within individual group entities, as supervisory
authorities protect subsidiaries in their jurisdic-
tions and do not allow a foreign parent company to
access the funds. Some market participants
understand these internal hurdles and therefore
question the relevance and transparency of the
published indicators. This has given rise to uncer-
tainty and a loss of confidence (see section 3.5).

The fourth possibility — is that the supervisory
authority effectively required less capital from the
bank than expected under a strict interpretation

of the rules in order to give the bank time to correct
deficits or adjust to new rules or circumstances.
Model-related capital discounts, regulatory leniency
in the application of “regulatory filters”, or delayed
adjustments in valuation methods were all possi-
ble. This would have led to differences in the quality
of reported ceT1 capital, which could lead

to uncertainty among market participants (see
section 5.2).

Box 1



Box 2 Systemic importance

A bank is systemically important if it performs
functions in the real economy which are essential
for many other companies or private individuals.
Moreover, the bank must perform functions that
cannot be substituted and provided by another pro-
vider within a reasonable timeframe. These
characteristics make such banks too important for
a state to allow their activities to cease and the
state will take measures to prevent this from oc-
curring. The sNB (after consulting FINMA) desig-
nates systemically important banks (siBs) and their
systemically important functions for the Swiss
economy (Art. 8 of the BankA?). In Switzerland,
these are uBs (and until recently also Credit Suisse),
Ziircher Kantonalbank, the Raiffeisen Group,

and PostFinance.

Swiss banking regulations apply to globally active
(G-siBs) and domestically active (D-s1B) systemically
important banks (Art. 124a of the CAOb). The
responsibility for winding down a G-siB does not lie
solely with the home authorities in the jurisdiction
of the holding company or parent. There must

be international coordination with the relevant au-
thorities in the host jurisdiction in which the
registered offices of the various group companies
are located. Given the international environment,
siBs that are designated as G-siBs by the Financial
Stability Board are regarded as internationally
active within the meaning of Swiss Banking regu-
lation (Art. 124a, para. 1 of the cA0). In Switzer-
land, only uBs is designated as a G-sIB.

The resolution of a sIB is designed to maintain the
continuity of its business operations after resolu-
tion, or at least continue individual banking services.
The aim is not to preserve the bank in its present
form, but to maintain particularly important areas of
its activity. Thus, the goal is not to save the bank
but to safeguard financial stability, ward off a bank
liquidation and avoid a bail-out by the state.

a Federal Act of 8 November 1934
on Banks and Savings Banks
(Banking Act; SR 952.0).

b Ordinance of 1 June 2012 on
Capital Adequacy and Risk Diversi-
fication for Banks and Securities
Traders (Capital Adequacy Ordinance;
SR 952.03).



I.3 Need for adjustments to the TBTF regime

The global financial crisis of 2007-08 demonstrated that the disorderly
failure®® of a global systemically important bank can lead to major
disruptions in the market and have real economic costs. Following the
global financial crisis, a worldwide consensus emerged that systemi-
cally important banks should not be bailed out by the state, but should,
rather, be subject to orderly resolution. The G20 countries undertook
reforms of financial market regulation with the aim of solving the
too-big-to-fail problem. This TBTF regime has been transposed into
national law in most countries, including Switzerland.

The expert group on banking stability concludes that the TBTF regime
has achieved important progress compared to the situation before
the global financial crisis:

« It has imposed larger capital and liquidity buffers on banks,
making them more resilient.

o It has laid the foundation for more effective supervision and
enforcement by the financial market supervisory authority,
helping to reduce the likelihood of dislocations in the
financial system.

« It has provided powers and tools to enable systemically important
banks to be resolved without jeopardising their systemically
important functions and without placing an excessive burden on
the public budget. However, these powers and tools have not
yet been applied to a G-sIB in practice.

The takeover of Credit Suisse by UBs has raised concerns and uncer-
tainty with respect to the TBTF regime:

« First, the solution that was eventually adopted appears to call
into question a decade of preparations and the relevance of part
of the TBTF regime. Would the official resolution plan have
worked in principle, but was the solution that was adopted a better
alternative? Or was the implementation of the resolution plan
ultimately not realistic? This question is of particular relevance
given that Switzerland is now home to only one G-siB.

« Second, questions arise concerning the Swiss authorities’ super-
visory and resolution tools, and organisation. Are the authorities
sufficiently well equipped to handle a G-s1B failure? Do they
have the right tools at their disposal to intervene at an early stage
and respond in a crisis? Is cooperation between the authorities
effective?
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Figure 3.
Size (leverage ratio exposure) of

individual banks compared to national
GDP. Dates between 2019 and Q1 2022,

depending on the particular bank
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On the one hand, the fact that the resolution option was not chosen
in the case of Credit Suisse does not mean that resolution planning
failed. On the other hand, the resolution of a G-s1B has never been
tested in practice. The authorities emphasise that a global resolution
would, in principle, have been possible. Within the Crisis Manage-
ment Group, they had prepared the resolution of Credit Suisse over
several months, together with the relevant foreign supervisory
authorities. Representatives of foreign authorities involved have con-
firmed in interviews that the preparation was sufficient and that

the execution of a resolution of Credit Suisse would have been sup-
ported and recognised by the members of the Crisis Management
Group. However, the FDF, FINMA and the sNB also draw attention to
risks. A merger ultimately entailed fewer execution risks and was
therefore preferred by the Swiss authorities.

UBs is now the only remaining G-s1B in Switzerland, and the question
arises as to whether it could be resolved according to its resolution
plan in the event of an existential crisis.

The past has shown that reviews and adjustments to banking regu-
lation always take place in the wake of a crisis, and that every crisis is
unique. The following recommendations are intended to help
strengthen Swiss banking regulation in light of the demise of Credit
Suisse in order to further reduce the likelihood of banking and
financial crises occurring. It must be clear, however, that no regulation
can rule out a crisis with any certainty. The expert group therefore
attaches great importance to the measures taken to manage a crisis
once it occurs.



The Basel Committee (BCBS)

and Basel 1, 11 and 111

The Basel Committee on Banking Supervision (BCBS)
is the standard-setting body for the international
coordination of banking regulation and serves as a
forum for cooperation on bank supervisory matters.
It is made up of representatives from central

banks and supervisory authorities from 27 countries.
Switzerland is represented through FINMA and

the snB. The BCBS draws up and issues framework
agreements through a collaborative process.
While these are not legally binding, there is a recip-
rocal expectation among members that the
framework agreements will be transposed into
domestic law with a view to establishing inter-
national convergence. Implementation is monitored
by means of regular peer reviews.

In 1988, the BCBs issued the Capital Accord, which
is now referred to as Base/1.? It defines a simple
risk weighting for various asset classes (cash 0%,
sovereign bonds 20%, mortgages 50%, everything
else 100%) and requires banks to hold capital
amounting to at least 8% of these risk-weighted
assets. Basel | identified two classes of capital
(Tier 1 and Tier 2). The rules have been continuously
adjusted and refined.

Basel 11° represents a significant refinement of the
framework and contains numerous innovations.

It introduced three supervisory pillars (see Box 5)
and the internal ratings-based model (1RB) for
quantifying credit risk.

Basel 111° brought further innovations. The most
important ones are an unweighted “leverage ratio”
(in parallel to the risk-weighted capital require-
ments), rules on minimum liquidity (the Liquidity
Coverage Ratio (LCcR) and the net stable funding
ratio (NSFR)), and rules for a countercyclical capital
buffer which makes the requirements for banks
dependent on the macroeconomic cycle.

The rules are continuously being refined. The current
iteration is known variously as Basel 111 Final,
Basel 3.1, Basel 111 Endgame or Basel 1v. It can be
viewed on the Bank for International Settlements
(BIS) website.

a BcBs, International convergence of

capital measurement and capital
standards, 1988.

b scBs, Basel Il: International Conver-
gence of Capital Measurement
and Capital Standards: A Revised
Framework, 2004.

¢ BcBS, Basel lll: A global regulatory
framework for more resilient
banks and banking systems, 2010
and Basel Ill: International frame-
work for liquidity risk measurement,

standards and monitoring, 2010.

d gcBs, The Basel Framework.

Box 3
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- Crisis management

If a systemically important bank has problems and FINMA’s supervisory
instruments, the bank’s recovery plan and FINMA’s protective
measures are all unable to halt the bank’s collapse - authorities must
initiate the bank’s resolution. The law provides for the liquidation

of the systemically important bank or its resolution (see Box 4).

The liquidation of a systemically important bank should be avoided
whenever possible. The economic costs would be too great. In partic-
ular, a bank liquidation could destabilise global financial markets
and result in the bank’s systemically important functions not being
maintained globally.

Resolution of the bank is therefore preferable. For resolution to suc-
ceed, long-term planning by both the authorities and the bank

is required; this is referred to as resolution planning. For this purpose,
FINMA prepares a resolution plan for systemically important banks

in which it outlines how a resolution ordered by FINMA of the system-
ically important bank can be carried out.

2.1 Strengthening credibility

Background

Credit Suisse was the first global systemically important bank for
which an implementation of the resolution plan was imminent. There
were no precedents. It is likely that this fact prompted decision-
makers to exercise increased caution.

Based on the interviews conducted by the expert group, the global
resolution plan was very well recognised, prepared and rehearsed
among the main foreign supervisory authorities. The fact that the plan
was not implemented caused surprise, or even disappointment.

The decision not to implement the prepared resolution plan has not
yet been justified in detail. Reference has been made to “execution
risks” and the “danger of a financial crisis”. It has also been claimed that
the takeover of Credit Suisse by UBs was the better solution and

was therefore preferred.”” But so far, there has been no joint official
review by the FDF, SNB and FINMA, and no transparent justification
for the path chosen. The rDF has held out the prospect of such
areview as part of the Federal Council’s TBTF report.


https://www.youtube.com/watch?v=gmT0-w_0Ex4&list=PLEnHzNShzOwZGnB6WyjmjpAYTrZUJeqV8&index=13
https://www.youtube.com/watch?v=gmT0-w_0Ex4&list=PLEnHzNShzOwZGnB6WyjmjpAYTrZUJeqV8&index=13
https://www.nzz.ch/schweiz/keller-sutter-zur-cs-rettung-dass-viele-eine-wut-im-bauch-haben-verstehe-ich-gut-ld.1732017
https://www.nzz.ch/schweiz/keller-sutter-zur-cs-rettung-dass-viele-eine-wut-im-bauch-haben-verstehe-ich-gut-ld.1732017
https://www.nzz.ch/schweiz/keller-sutter-zur-cs-rettung-dass-viele-eine-wut-im-bauch-haben-verstehe-ich-gut-ld.1732017
https://www.ft.com/content/2cfaaf47-101c-4695-92e5-b66b6abe777e
https://www.ft.com/content/2cfaaf47-101c-4695-92e5-b66b6abe777e
https://www.ft.com/content/2cfaaf47-101c-4695-92e5-b66b6abe777e
https://www.risk.net/regulation/7957271/srb-head-asks-for-extra-tools-to-restore-faith-in-resolution
https://www.risk.net/regulation/7957271/srb-head-asks-for-extra-tools-to-restore-faith-in-resolution
https://www.parlament.ch/de/organe/kommissionen/aufsichtskommissionen/puk- geschaeftsfuehrung-der-behoerden-im-zusammenhang-der-notfusion-credit-suisse-mit-ubs
https://www.parlament.ch/de/organe/kommissionen/aufsichtskommissionen/puk- geschaeftsfuehrung-der-behoerden-im-zusammenhang-der-notfusion-credit-suisse-mit-ubs
https://www.parlament.ch/de/organe/kommissionen/aufsichtskommissionen/puk- geschaeftsfuehrung-der-behoerden-im-zusammenhang-der-notfusion-credit-suisse-mit-ubs
https://www.parlament.ch/de/organe/kommissionen/aufsichtskommissionen/puk- geschaeftsfuehrung-der-behoerden-im-zusammenhang-der-notfusion-credit-suisse-mit-ubs

The fact that resolution was not chosen may fuel doubts about

the future applicability of the global resolution plan for systemically
important banks. In the wake of the merger, an interview with the
Swiss Finance Minister in a Swiss newspaper (Neue Ziircher Zeitung)
caused a stir.?? The interview was picked up by the Financial Times
(FT) in a significantly abbreviated form.?* The key message of the FT
version is that the Swiss government believes that the global
resolution framework does not work. This statement was widely
reported and attracted broad attention internationally.

Findings

Several persons interviewed by the expert group expressed the view
that certain foreign supervisory authorities have less confidence
now than they did before the Credit Suisse crisis that Switzerland
would be able and willing to implement the planned resolution

of UBs, should this systemically important bank become distressed.
In addition, Switzerland’s recourse to emergency law is not always
understood abroad.

To strengthen FiNMA’s credibility internationally as a supervisory and
resolution authority, a detailed explanation of the options available
to the authorities for managing the Credit Suisse crisis should be pro-
vided. FINMA should also explain why the takeover of Credit Suisse

by uBs which was outside of the scope of the Swiss TBTF legal frame-
work was preferred.

The considerations regarding the opportunities and risks of imple-
menting the prepared global resolution plan should be explained

in a clear and comprehensive manner. This should improve under-
standing of the adopted solution and help deal with future crisis
situations.

This explanation should be prepared in addition to the Parliamentary
Investigation Committee (p1c) which will investigate the management
of the emergency merger of Credit Suisse with UBs by the Federal
Council, the Federal Administration and other bodies performing
federal responsibilities.
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Box 4

Recovery plan — resolution plan —
Swiss emergency plan —

restructuring plan

Systemically important banks are required to draw
up a recovery plan, in which they set out the
recovery measures they intend to apply in a crisis
so as to ensure that they can continue operating
without the need for state intervention (Art. 64
para. 1 of the BankO?). The recovery plan covers
the period prior to a FINMA intervention, i.e.,
before entry into resolution. It is subject to FINMA
approval.

For systemically important banks, FINMA draws up
a resolution plan showing how a bank would

be restructured or partly liquidated in a crisis. The
aim is to maintain the bank’s systemically
important functions, ensure financial stability,
and minimise the cost to the state.

a Ordinance of 30 April 2014 on Banks
and Savings Banks (Banking
Ordinance; SR 952.02).

b Federal Act of 8 November 1934
on Banks and Savings Banks
(Banking Act; SR 952.0).

FINMA also assesses the resolvability of interna-
tionally active systemically important banks,
i.e., the preparations that the bank must make to
ensure its resolvability both at home and
abroad (Art. 65a of the BankO).

In addition, systemically important banks must draw
up a Swiss emergency plan (Art. 60 of the BankO).
The plan describes the appropriate measures

to be taken by the bank with regard to structure,
infrastructure, management and control, as well as
intragroup liquidity and capital flows, in order

to maintain the bank’s systemically important func-
tions in the event of impending insolvency

(Art. 9 para. 2 lit. d of the BankAb). Unlike the re-
covery plan or resolution plan, the emergency

plan only addresses the maintenance of systemi-
cally important functions in Switzerland.

The above plans are all designed to deal with a po-
tential future crisis. If a bank resolution really

does become necessary, FINMA generally assigns a
restructuring agent to draw up a restructuring
plan. This describes in detail the way in which the
bank should be restructured in resolution, and

in particular what form the future capital structure,
business model, organisation and bank manage-
ment should take. It also addresses the type

and scope of any impingement on creditors’ rights
that may be required (Art. 30c of the BankA).
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https://www.finma.ch/en/enforcement/recovery-and-resolution/too-big-to-fail-and-financial-stability/banks’-recovery-and-resolution-planning/

2.2 Cooperation between authorities
before and during a crisis

Background

When a systemically important bank enters a serious crisis, FINMA,
the sNB and the FDF must work together closely. Their roles are
as follows:

« FINMA — is responsible for the supervision of banks, the ordering
of protective measures, and the initiation and implementation
of a resolution, or liquidation of a bank.

« sNB — The sNB contributes to the stability of the financial
system, in part, by acting as a lender of last resort (LoLR). Large
amounts of liquidity are often necessary when a bank is in
danger of becoming distressed, as well as during a resolution
itself. The sNB is the only source for additional liquidity.

« FpF — To prevent and overcome banking crises, the involvement
of the FDF is essential as fiscal and economic repercussions
cannot be ruled out. Moreover, if emergency law has to be applied
in connection with a banking crisis, it is the FpF that submits
the proposal to the Federal Council. Irrespective of these impli-
cations, the decision on how to deal with a crisis at a system-
ically important bank inevitably has a political dimension. This
is even more the case now that Switzerland is home to only
one G-SIB.

To improve trilateral cooperation, the three authorities renewed their
memorandum of understanding (MoU) in 2019.?° This MoU states
that the authorities shall cooperate closely with regard to crisis pre-
vention and management in the event of crises with the potential to
threaten financial market stability. For this purpose, a joint crisis
management organisation was set up to prepare for the application of
crisis management tools. They agreed to take due consideration

of the impact of their actions on the sphere of responsibility of the
other parties, and coordinate their activities.

The memorandum of understanding established the Steering Com-
mittee (sc), made up of the Head of the FDF (chair), the Chair of the
sNB Governing Board, and the Chair of the FiNnmaA Board of Directors.
The sc is responsible for strategic considerations and meets only
when necessary. The memorandum also establishes the Committee
on Financial Crises (cFc), which is responsible for coordinating

crisis management.


https://www.finma.ch/en/~/media/finma/dokumente/dokumentencenter/8news/medienmitteilungen/2019/12/20191202-mou-tripartit-2011.pdf?sc_lang=en&hash=BD338636108314C5439376751FDE71BD
https://www.finma.ch/en/~/media/finma/dokumente/dokumentencenter/8news/medienmitteilungen/2019/12/20191202-mou-tripartit-2011.pdf?sc_lang=en&hash=BD338636108314C5439376751FDE71BD
https://www.finma.ch/en/~/media/finma/dokumente/dokumentencenter/8news/medienmitteilungen/2019/12/20191202-mou-tripartit-2011.pdf?sc_lang=en&hash=BD338636108314C5439376751FDE71BD
https://www.finma.ch/en/~/media/finma/dokumente/dokumentencenter/8news/medienmitteilungen/2019/12/20191202-mou-tripartit-2011.pdf?sc_lang=en&hash=BD338636108314C5439376751FDE71BD
https://www.snb.ch/en/mmr/reference/mofu/source/MoU_en.pdf
https://www.snb.ch/en/mmr/reference/mofu/source/MoU_en.pdf
https://www.snb.ch/en/mmr/reference/mofu/source/MoU_en.pdf
https://www.snb.ch/en/mmr/reference/mofu/source/MoU_en.pdf
https://www.snb.ch/en/mmr/reference/mofu/source/MoU_en.pdf

A bilateral agreement between FINMaA and the sNB ?7 defines the
principles of cooperation and provides a clear division between the
respective roles of the two authorities.

The purpose of these two agreements is to ensure the exchange of
information between the authorities. They also make it possible

to coordinate procedures and to simulate crises and test crisis man-
agement and resolution capabilities “in times of peace”.

Findings

Although this structure found a solution to the Credit Suisse crisis its
lack of institutionalisation is worrisome. The MoUs define “contin-
gency planning and crisis management” merely as a “common area of
interest”. They do not, however, oblige the authorities to coordinate
their “autonomous” decisions. Accordingly, the MoUs do not

affect the decision-making powers of the authorities, and they do not
establish joint responsibility.

The following difficulties manifested themselves in the trilateral
cooperation during the Credit Suisse crisis:

1. The decision-making process is not clear — There has, to date, been
no in-depth review of the reasons why the authorities did not
implement the prepared resolution plan, who made the decision,
who influenced the decision and how.

2. Formally, FINMA is responsible for initiating and implementing a
resolution — However, due to its monopoly position as the lender
of last resort, the sNB has a de facto veto. It has no obligation
to provide liquidity before or during resolution, and does not have
to justify its decisions in this regard.

The status of the sNB turns out to be a special challenge. Alongside
monetary policy (Art. 5 para. 2 lit. a to d of the NBa),?” the sNB’s
mandate includes the following: “It shall contribute to the stability of
the financial system.” (Art.5 para.2 lit. e of the NBaA). The sNB performs
its mandate independently - it is not permitted to seek or accept
instructions (Art. 6 of the NBA).
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This is a difficult point of departure. Financial stability is a task that
does not fall to the sNB alone. According to the law, the sSNB con-
tributes to the stability of the financial system, but is not exclusively
responsible for it.?° Due to its independence as guaranteed by
statute, however, it fulfils this task independently from other author-
ities, in particular FINMA. Accordingly, it is de facto not possible

to hold the sNB accountable. However, despite this the expert group
found that the snB did not call into question the provision of
liquidity during the handling of the Credit Suisse crisis.

The status quo — is that FINMA is solely responsible for initiating a
resolution. FINMA’s power to place a systemically important bank into
resolution gives it significant authority over these banks. The
impact of this supervisory power cannot be overstated. Any decision
to reassign this power should be considered very carefully.

The three authorities defended the decision to carry out the state-
supported merger, arguing that it was the best solution. In the case at
hand, it is therefore not possible for outsiders to determine whether
FINMA would have been able to initiate the resolution even if the FDF
and the sNB had reached a different assessment. Only in this case
would the regulatory status quo have come to bear, in which FiNma is
solely responsible for the resolution decision.

With respect to possible measures to clarify cooperation, it should
first be noted that there is no optimal and universally accepted insti-
tutional model for the distribution of powers and cooperation
between the financial market supervisor, central bank and ministry
of finance. Different countries have developed different models

of cooperation, with corresponding advantages and disadvantages.
Some countries have adjusted their model several times, typically
after a banking crisis.

In the short time available to the expert group, it was not possible to
draw up a plan for a major institutional reorganisation with due
care and consideration. The following three ideas should be under-
stood as input for an in-depth evaluation.


https://www.fedlex.admin.ch/eli/fga/2002/997/de
https://www.fedlex.admin.ch/eli/fga/2002/997/de
https://www.fedlex.admin.ch/eli/fga/2002/997/de

Under the first idea — FINMA retains its original initiative to trigger
the resolution of a systemically important bank. However, it cannot
make this decision on its own, but rather submits its proposal to
place a systemically important bank into resolution to the FDF. The
FDF then decides whether or not to do so after consulting the sNB.

The powers of the three authorities involved are, like today, clearly
delineated and defined. In contrast to the existing organisation

in the trilateral model, the division of responsibilities is also clearly
set out. FINMA still has a very prominent position, because without
its initiative, resolution cannot be triggered. However, the final deci-
sion rests with the political authority. Under this organisation,

the three authorities involved share responsibility for the resolution
decision, albeit to different degrees.

This idea acknowledges that it is not appropriate to leave a decision
of such great economic and political significance to the financial
market supervisory authority (or the central bank) alone. The political
dimension of such a decision is explicitly taken into account.

The second idea — is to strengthen FINMA. FINMA must be able to
ensure that the bank receives the necessary liquidity from the sxB.
Currently, FINMA issues a confirmation of the bank’s solvency

to the sNB before the SNB grants emergency liquidity assistance (ELA).
An alternative would be for FINMA to receive a binding assurance
from the sNB on how much liquidity the sNB will provide to a bank
in resolution before the resolution is initiated.

As a further alternative, FINMA could be given the power to order
liquidity assistance from the sNB for systemically important banks in
resolution. However, this solution would reduce the sNB’s indepen-
dence in the area of financial stability (Art. 5 para. 2 lit. e in conjunction
with Art. 6 of the NBA).

The third idea — is the path chosen by the United Kingdom, for
example: combining the supervision and resolution of banks, and
monetary policy under a common umbrella. For Switzerland,

this would mean transferring responsibility for banking supervision
(or at least the supervision of systemically important banks) from
FINMA to the sNB.

This idea has the advantage that the responsibility and means to steer
a bank during recovery, as well as to carry out a resolution, are
combined within a single authority.
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But this advantage is offset by significant disadvantages:

« The rulings that are necessary for the recovery and resolution
of systemically important banks contain the potential for political
and legal conflict. This exposes the responsible authority
as a whole to risk. It is an open question whether the sNB’s sub-
stantial independence could be preserved the conduct of
monetary policy.

Expanding the sNB’s powers would represent a significant
concentration of power in one institution.

The oversight of the sNB’s activities is currently carried out by
the Bank Council which is far removed from the Federal Council
and parliament. With such a significant expansion of the sNB’s
powers, this arrangement would have to be adjusted.

Within the sNB, a clear separation of prudential supervision from
the sNB’s other activities would be necessary, because conflicts

of objectives between supervision and financial stability on the
one hand, and the preservation of monetary stability and risks to
the sNB’s balance sheet on the other hand, cannot be ruled out.
For this reason, other central banks that have implemented such
integration have established “Chinese walls” between the

part responsible for monetary policy and the part responsible for
banking supervision. The two branches converge only at the
most senior management level. For the sNB, this would entail that
Department 11 would be largely split off as it would be responsible
for the supervision and resolution of banks.

The effective design of the distribution of powers and the cooperation
between financial market supervisor, central bank and ministry

of finance is not a straightforward matter. However, such a design is
crucial so that the authorities are able to act in a crisis. It is important
to recognise that all three authorities share responsibility and

that certain decisions by one authority cannot be taken independently
from decisions by another involved authority.


https://www.fsb.org/wp-content/uploads/P131221-2.pdf
https://www.fsb.org/wp-content/uploads/P131221-2.pdf

2.3 Risks of resolution

Background

Resolution typically involves the replacement of management as a first
step or the appointment of a restructuring agent who supersedes
management. To absorb losses already incurred and provide a buffer
for the expected resolution costs, the shareholders’ equity is written
off and the gone-concern capital (“bail-in bonds”) is drawn down.
This constitutes a creditor-financed recapitalisation and is referred
to as a bail-in. The process is fraught with implementation risks:

e Legal and organisational risks — bail-in is a process envisaged for
the resolution of all systemically important banks. It is legally
and organisationally demanding.®" It requires the cooperation
of authorities in different jurisdictions and is likely to lead
to legal disputes later on. Legal risks are unavoidable during exe-
cution. They arise because affected investors (shareholders,

AT1 investors, bail-in creditors and other creditors) may oppose
certain FINMA rulings.?? These difficulties are compounded

by specific rules in the investors’ home countries concerning the
write-down or conversion of securities. The handling of these
legal and organisational risks in the execution of a resolution is
continuously discussed and prepared for in the Crisis Manage-
ment Group (CMG), even in the absence of a crisis. The most im-
portant foreign host authorities are represented in the cma.

Financial market (contagion) risks — the resolution of a global sys-
temically important bank is accompanied by increased volatility
in global financial markets. First, the conversion of bail-in bonds
created for the event of a resolution affects investors holding
such financial instruments. Conversion can put these investors
in economic distress. However, these instruments are not
intended for retail customers. They are primarily held by institu-
tional investors (pension schemes, insurers, investment funds,
sovereign wealth funds etc.). With institutional investors, it

is assumed that they will sufficiently diversify their investments
and that they understand the instruments. Second, a bail-in

may also have a negative impact on the valuation of bail-in bonds
issued by other large banks, because investors may subse-
quently no longer want to hold these instruments or may want
to reduce their holdings. This creates additional book losses

for investors and makes it more difficult for banks to obtain
funding, which may lead to contagion at other banks. The prob-
lem is especially virulent if the conversion takes place in a
fragile environment.
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o Execution risks — the resolution plan is initially just a plan. It
contains an idea of how the bank can be resolved. But it is possible
that the implementation of the plan during resolution will
not bring about the desired result. It may therefore be necessary
to adjust the plan at short notice in ways not envisaged in
the plan. This may make the resolution considerably more costly
and does not guarantee that implementation will be successful.
Either way, there is always a possibility in principle that the
resolution will fail and that the bank will have to be declared
bankrupt. To manage this risk, G-siBs are subject to “total
loss-absorbing capacity” or TLAC requirements that ensure the
availability of adequate loss-absorbing and recapitalisation
capacity. The goal of the resolution process is to end up with a
bank that is sound and that meets all operating requirements
(see Art. 29 of the BankA).22 This bank will then be released back
into the market. However, there is no guarantee that this
process will be successful.

Findings

In the case of Credit Suisse, the three risk categories manifested
themselves as follows:

« Legal and organisational risks — In the resolution planning for
Credit Suisse, the us Securities Act and the Securities Exchange
Act, as well as the us Securities and Exchange Commission (SEC)
responsible for the enforcement of those acts, were identified
as a source of risk. Since us investors hold bail-in bonds, these
acts would have been applicable to a bail-in at Credit Suisse.
Under the us Securities Act, any issuance of a security must either
be registered or fall under an exemption. It is not possible
to register a bail-in over a weekend as the process takes too long.
This means that a bail-in would necessarily have to fall under
an exemption to the registration requirement. However, the sec
as a general matter does not provide ex ante confirmation
that a transaction falls under such an exemption. Moreover, the
Us Securities Act does not have an exemption clause tailored
to bail-in bonds. Given that the Credit Suisse bail-in would have
been the first transaction ever by a G-s1B involving such financial
instruments, there was uncertainty as to how the sec and us
courts would assess the case. Similar risks exist in Japan and pos-
sibly in other jurisdictions.

These legal risks are not specific to Swiss banks, but would
exist equally in the resolution of virtually all G-s1Bs. In the case
of Credit Suisse, FiINMA worked closely with the sec and
gained reasonable confidence that the bail-in would have met
the requirements for an exemption from the registration
requirement.


https://www.youtube.com/watch?v=gmT0-w_0Ex4&list=PLEnHzNShzOwZGnB6WyjmjpAYTrZUJeqV8&index=13
https://www.youtube.com/watch?v=gmT0-w_0Ex4&list=PLEnHzNShzOwZGnB6WyjmjpAYTrZUJeqV8&index=13
https://www.faz.net/aktuell/wirtschaft/credit-suisse-schweizer-nationalbank-verteidigt-rettung-der-bank-18771131-p2.html
https://www.faz.net/aktuell/wirtschaft/credit-suisse-schweizer-nationalbank-verteidigt-rettung-der-bank-18771131-p2.html
https://www.finma.ch/en/~/media/finma/dokumente/dokumentencenter/myfinma/finma-publikationen/referate-und-artikel/20230405-ref-anur-mediengespraech.pdf
https://www.finma.ch/en/~/media/finma/dokumente/dokumentencenter/myfinma/finma-publikationen/referate-und-artikel/20230405-ref-anur-mediengespraech.pdf

This means that it is possible to mitigate the risks described.
However, it is not possible to eliminate all legal risks, and

a bail-in may still fail even if the preparation of the resolution is
carried out in coordination with the relevant foreign authorities.

Fi