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SUMMARY: I. Back ground. What is the GBII and How Was it De vel -
oped? II. The GBII. The Le gal and In sti tu tional Frame work. III. The
GBII. Im por tant Chal lenges in De sign ing a Frame work. IV. Con clu -

sion.

1. Bank in sol vency can threaten fi nan cial sta bil ity. The fail ure of a large,
im por tant bank can bring about the col lapse of a coun try’s fi nan cial sys tem 
and its econ omy. There are far too many ex am ples of sin gle or mul ti ple
bank fail ures that have sent shock waves through a coun try’s econ omy and
sparked a bal ance of pay ments cri sis. It is, there fore, es sen tial that a coun -
try’s fi nan cial su per vi sors have the nec es sary tools to ef fec tively pre vent
and re solve bank in sol ven cies. Fore most among these tools is a strong le -
gal frame work. 

2. The ques tion, there fore, arises: what should this le gal frame work look 
like and what are its prin ci pal el e ments? This is sue has, in re cent years, re -
ceived con sid er able at ten tion in the in ter na tional com mu nity – amongst in -
ter na tional or ga ni za tions like the In ter na tional Mon e tary Fund (“IMF”)
and the World Bank, and the au thor i ties of their mem ber coun tries. A par -

* A pre vi ous ver sion of this pa per was pre sented at the Sev enth Meet ing of Cen tral
Bank Le gal Ad vis ers or ga nized by the Cen ter for Latin-Amer i can Mon e tary Stud ies
(CEMLA) in Bue nos Ai res, Ar gen tina in Sep tem ber, 2005. The views ex pressed in this pa -
per are those of the au thor and should not be at trib uted to the In ter na tional Mon e tary Fund,
its Ex ec u tive Board, or its man age ment.
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tic u larly im por tant de vel op ment in this area is the IMF/World Bank Global 
Bank In sol vency Ini tia tive (the “GBII” or the “Ini tia tive”).1   

3. This pa per pro vides an over view of the GBII. The pa per first ex am -
ines the pur pose of the Ini tia tive and the pro cess un der which it was de vel -
oped. It then re views the GBII’s prin ci pal fea tures be fore dis cuss ing the
more chal leng ing le gal ques tions which the Ini tia tive con fronted. It ends
with a brief con clu sion.

I. BACK GROUND. WHAT IS THE GBII
 AND HOW WAS IT DEVE LO PED?

4. The GBII is, first and fore most, a re port, drafted prin ci pally by IMF
and World Bank staff,2 that de scribes a le gal and in sti tu tional frame work
which coun tries could put in place to ad dress cases of bank in sol vency.3

The Ini tia tive builds on im por tant work done by other or ga ni za tions4 and
was a prod uct of ex ten sive co op er a tion within the in ter na tional com mu -
nity. It was launched in Jan u ary 2002 by the IMF and World Bank —in co -
or di na tion with the Bank for In ter na tional Set tle ments, the Fi nan cial Sta -
bil ity In sti tute, the Basel Com mit tee on Bank ing Su per vi sion, and the
Fi nan cial Sta bil ity Fo rum—. It bene fited from the work of a “Core Con sul -
ta tive Group” of ex perts from in ter na tional or ga ni za tions, na tional in sti tu -
tions and the pri vate sec tor who re viewed and com mented on suc ces sive
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1  Global Bank In sol vency Ini tia tive: Le gal, In sti tu tional, and Reg u la tory Frame work
to Deal with In sol vent Banks (in draft form).

2  For both the IMF and the World Bank, ques tions of bank in sol vency and fi nan cial sta -
bil ity are of par a mount im por tance.  In the case of the IMF, the pro mo tion of the sta bil ity of
the in ter na tional mon e tary sys tem is a cen tral pil lar of its man date. See Ar ti cles of Agree -
ment of the In ter na tional Mon e tary Fund, Ar ti cle I.

3  The GBII’s prin ci pal ob jec tives are: (i) to iden tify the ap pro pri ate le gal, in sti tu tional
and reg u la tory frame work for ad dress ing cases of bank in sol vency; (ii) to build pro gres -
sively an in ter na tional con sen sus to wards the ac cep tance of this frame work; (iii) to pro vide
guid ance for the eval u a tion of na tional bank in sol vency re gimes; and (iv) to pro vide a ba sis
for a pol icy di a logue be tween in ter na tional fi nan cial in sti tu tions and coun tries on these is -
sues and to fa cil i tate the pro vi sion of tech ni cal as sis tance to coun tries.

4  Im por tant ini tia tives in clude the re port of the task force of the Basel Com mit tee on
Bank ing Su per vi sion on “Su per vi sory Guid ance on Deal ing with Weak Banks”,  the task
force of the Fi nan cial Sta bil ity Fo rum on de posit in sur ance, and the Group of Ten “Re port
on Le gal and In sti tu tional Un der pin nings of the In ter na tional Fi nan cial Sys tem”.



drafts of the re port.5 The re port is still in draft form. It will be fi nal ized af ter 
fur ther ex pe ri ence is gained in ap ply ing its prin ci pal rec om men da tions.   

5. The re port de scribes in ter na tional “sound prac tices” that coun tries
may em ploy in de sign ing a le gal and in sti tu tional frame work for bank in -
sol vency.6 It does not pro pose a “one-size-fits-all” ap proach. There is no
sin gle, uni ver sally ac cepted leg is la tive model for bank in sol vency. Coun -
tries take dif fer ent ap proaches to the same prob lems. More over, the re port
does not seek to es tab lish an in ter na tional “stan dard” that would be used by 
the IMF or the World Bank for as sess ments un der their stan dards and
codes ini tia tives.7 Rather, the re port will be used by the two in sti tu tions pri -
mar ily in pro vid ing tech ni cal as sis tance.

II. THE GBII. THE LEGAL AND INSTI TU TIO NAL FRA ME WORK

6. The le gal and in sti tu tional frame work de scribed in the GBII rec og -
nizes two im por tant prin ci ples: a) bank in sol vency is dif fer ent from cor -
po rate in sol vency; and b) the le gal and in sti tu tional frame work for bank 
in sol vency needs to be built upon an ef fec tive re gime for bank ing su -
per vi sion more gen er ally. Each of these prin ci ples is ex am ined be low.

7. Bank in sol vency and cor po rate in sol vency. Bank in sol vency is, in
sev eral im por tant re spects, dif fer ent from cor po rate in sol vency. The le gal
frame work for cor po rate in sol vency is es sen tially de signed to in ter me di ate 
con flicts be tween pri vate par ties. It fa cil i tates the max i mi za tion of value of 
an in sol vent en ter prise’s es tate and, to the ex tent pos si ble, the sat is fac tion
of claims. In con trast, the le gal frame work for bank in sol vency serves a
broader pub lic in ter est —to pro tect the sta bil ity of the fi nan cial sys tem—.
A bank’s fail ure can pro duce a wider ar ray of prob lems than can that of a
non-fi nan cial en ter prise. An in sol vent bank’s in abil ity to ex e cute pay -
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5  The re port also bene fited from con sul ta tions with the au thor i ties of dif fer ent coun -
tries which took place in a se ries of sem i nars held in each re gion of the world. 

6  The re port dis cusses these is sues in the do mes tic con text and does not ad dress is sues
of cross-bor der bank in sol vency. It also iden ti fies the type of bank in sol vency re gime that
would be most ap pro pri ate for coun tries with weak in sti tu tional en vi ron ments. While the
re port dis cusses changes that would need to be made to a coun try’s le gal and in sti tu tional
frame work in the con text of a sys temic cri sis, these is sues will not be dis cussed in the pres -
ent pa per.  

7  See:  Stan dards and Codes; the IMF’s Role (IMF Is sues Brief (01/04)).



ments in struc tions may dis rupt the op er a tion of pay ments and se cu ri ties
trans fer sys tems, and may cause losses to counterparties in the in ter bank
mar kets and to the de pos it ing pub lic. In a worst-case sce nario, a bank fail -
ure may give rise to a sys temic cri sis. The bank in sol vency frame work,
there fore, seeks to pro tect the smooth func tion ing of pay ments and set tle -
ments sys tems, and the de pos it ing pub lic.

8. It is for these rea sons that many coun tries put in place rules gov ern ing
bank in sol ven cies that dif fer from those ap pli ca ble to cor po rate in sol ven -
cies. In some coun tries, the au thor i ties may rely upon cor po rate in sol vency 
law with ap pro pri ate mod i fi ca tions. In other coun tries, the au thor i ties may
put in place a spe cial le gal re gime for bank in sol vency, en tirely sep a rate
from the cor po rate in sol vency frame work. Re gard less of the ap proach
taken, the bank in sol vency frame work will of ten dif fer from that ap pli ca -
ble to cor po rate in sol ven cies in at least three im por tant re spects. First, a
spe cial role will be re served to the su per vi sory au thor i ties (the “bank ing
au thor i ties”) in com menc ing and con duct ing in sol vency pro ceed ings; in
con trast, the cred i tors nor mally play the lead ing role in cor po rate in sol -
vency pro ceed ings. Sec ond, the bank in sol vency frame work will fre -
quently al low in sol vency pro ceed ings to be com menced at a rel a tively
early stage of a bank’s dif fi cul ties in or der to fa cil i tate prompt in ter ven tion
by the bank ing au thor i ties. Third, spe cial rules may ap ply to the col lec tion
and/or pay ment of fi nan cial claims. 

9. The frame work for bank ing su per vi sion. A coun try’s bank in sol vency 
frame work forms part of a broader re gime for bank ing su per vi sion. It can -
not be ex pected to be ef fec tive if other as pects of the su per vi sory frame -
work are not.8 In par tic u lar, the le gal and in sti tu tional frame work for bank -
ing su per vi sion needs to en sure that the bank ing au thor i ties have a
suf fi cient de gree of au ton omy in their op er a tions but are ac count able for
their ac tions.9 
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8  Of course, the bank in sol vency frame work also needs to be based upon a strong le gal
frame work in the coun try more gen er ally that pro vides, inter alia, for well-de fined prop erty 
and con trac tual rights, and ef fec tive pro ce dures for the en force ment and col lec tion of fi nan -
cial claims.

9  The law should also en sure timely and ef fec tive co or di na tion be tween dif fer ent pub -
lic au thor i ties re spon si ble for bank in sol ven cies (e. g., the cen tral bank, the bank su per vi sor
if this is not the cen tral bank, the op er a tors of pay ments and set tle ment sys tems, the de posit
in sur ance agency). In par tic u lar, there should be a sound le gal ba sis for the ex change of in -



10. To pre serve their au ton omy, the bank ing au thor i ties should have the
le gal pow ers and the re sources nec es sary to do their job ef fec tively, sub ject 
to clear ob jec tives set out in leg is la tion. The frame work should spec ify
rules that, on one hand, shield the bank ing au thor i ties’ se nior of fi cials from 
un due in ter fer ence (e. g., rules on their ap point ment and dis missal) and, on
the other hand, sub ject them to the high est pro fes sional stan dards (e. g.,
rules re spect ing con flict of in ter est, fi nan cial dis clo sure, and use of con fi -
den tial in for ma tion). The bank ing au thor i ties and their staffs should be
given ad e quate le gal pro tec tion from li a bil ity for ac tions taken in the
course of their du ties. 

11. To en sure their ac count abil ity, the bank ing au thor i ties should, in
par tic u lar, be re quired to reg u larly pub lish re ports on their op er a tions, in -
clud ing au dited ac counts. In cer tain cir cum stances, their ac tions should be
sub ject to chal lenge in the courts (more about this be low).

12. The bank in sol vency frame work – in sol vency pro ceed ings. Against
this back ground, the ques tion arises:  what are the prin ci pal fea tures of an
ef fec tive le gal and in sti tu tional frame work for ad dress ing cases of bank in -
sol vency? As ex plained in the GBII, the pri mary le gal mech a nism through
which in sol vent banks are dealt with in most coun tries may be re ferred to
as “in sol vency pro ceed ings”. In sol vency pro ceed ings com prise those
forms of of fi cial ac tion which in volve the re moval of man age ment and/or
the im po si tion of lim its on, or sus pen sion of, the rights of share hold ers
and the as sump tion of di rect con trol by the bank ing au thor i ties or other of -
fi cially ap pointed per son over a bank that has crossed an in sol vency-re -
lated le gal thresh old. Such pro ceed ings can be ad min is tra tive in na ture or
court-based. They may be dis tin guished from sit u a tions where the au thor i -
ties take con trol of a bank for rea sons un re lated to its in sol vency (e.g.,
where the bank’s man age ment has en gaged in crim i nal ac tiv i ties). The ini -
ti a tion of in sol vency pro ceed ings may re sult in the bank’s sur vival as a le -
gal en tity or its liq ui da tion.  

13. The GBII de scribes two types of in sol vency pro ceed ings: a) of fi cial
ad min is tra tion; and b) liq ui da tion pro ceed ings. Not ev ery coun try’s bank
in sol vency frame work pro vides for both types of pro ceed ings, al though
most coun tries do have a form of liq ui da tion pro ceed ings. In some cases,
the two pro ceed ings are com bined. Each is re viewed be low.
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for ma tion be tween the pub lic bod ies in volved, both within the do mes tic con text and with
for eign su per vi sory agen cies, while pro tect ing the con fi den ti al ity of this in for ma tion.



14. Of fi cial ad min is tra tion. Of fi cial ad min is tra tion10 re fers to those
forms of in sol vency pro ceed ings in which an of fi cially ap pointed per son
as sumes di rect man a ge rial con trol of an in sol vent bank with a view to pro -
tect ing its as sets, as sess ing its true fi nan cial con di tion and, to the ex tent
pos si ble, re struc tur ing the bank’s busi ness and re stor ing it to sound ness.  It
con tin ues un til the bank has been re stored to sound ness or placed in liq ui -
da tion. 

15. Of fi cial ad min is tra tion con sists of two phases: a) a di ag nos tic phase; 
and b) a re struc tur ing phase. Un der the di ag nos tic phase, the of fi cial ad -
min is tra tor en gages in due dil i gence, as sesses the true fi nan cial po si tion of
the bank, and de cides how to pro ceed. Un der the re struc tur ing phase, the
of fi cial ad min is tra tor en gages in re struc tur ing op er a tions with a view to re -
stor ing, to the ex tent pos si ble, the bank’s busi ness to sound ness.11 Where
ap pro pri ate, the of fi cial ad min is tra tor, on the ba sis of his as sess ment of the
bank’s fi nan cial con di tion, may re frain from con duct ing any re struc tur ing
op er a tions and, in stead, make ar range ments for the com mence ment of liq -
ui da tion pro ceed ings.

16. The le gal frame work for of fi cial ad min is tra tion needs to ad dress a
num ber of im por tant is sues.  In par tic u lar, it should clearly spec ify the mo -
ment at which con trol of a bank is trans ferred from the own ers and man ag -
ers to the of fi cial ad min is tra tor and should al low for no “in ter reg num” that
would per mit the dis si pa tion of the bank’s as sets.12  The of fi cial ad min is -
tra tor should, at a min i mum, be au tho rized to ex er cise full con trol over the
bank’s man age ment and day-to-day op er a tions, and to pur sue the bank’s
claims, pro tect its as sets, and de fend against claims made against the bank.
In this re gard, the bank will re main open dur ing of fi cial ad min is tra tion. 

17. The fact that a bank will re main open raises an other im por tant point:  
of fi cial ad min is tra tion should be tem po rary and short. A time ta ble should
be spec i fied for  an as sess ment of the bank’s fi nan cial con di tion and the
com ple tion of of fi cial ad min is tra tion. The rules gov ern ing of fi cial ad min -
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10  In some coun tries, what the GBII re fers to as “of fi cial ad min is tra tion” may be known
as “bank in ter ven tion”, “tem po rary ad min is tra tion”, or “trust ee ship”.

11  Re struc tur ing op er a tions can in clude the merger of the in sol vent bank with an other
bank, the con duct of “pur chase and as sump tion” trans ac tions, “bridge bank”, and “good
bank-bad bank” tech niques. 

12  The law should spec ify qual i fi ca tions for ap point ment and rules of con duct (e. g., fit
and proper cri te ria, avoid ance of con flicts of in ter est) that en sure ob ser vance of the high est
pro fes sional stan dards.



is tra tion should not per mit an in sol vent bank to be kept open for an ex -
tended pe riod.13 

18.  Liq ui da tion pro ceed ings. A bank’s busi ness that can not be re stored
to vi a bil ity should be liq ui dated. In liq ui da tion pro ceed ings, an in sol vent
bank is dis solved af ter a liq ui da tor as sumes le gal con trol of its es tate, col -
lects to gether and re al izes its as sets, and dis trib utes the pro ceeds to cred i tors, 
in full or par tial sat is fac tion of their claims, in ac cor dance with the
applicable rules on pri or ity. Upon the com mence ment of liq ui da tion pro -
ceed ings, the bank will con tinue to ex ist as a le gal en tity but will no lon ger
be a go ing con cern.14 Upon the com ple tion of the pro ceed ings, the bank
will cease to ex ist as a le gal en tity. 

19.  There are many im por tant ques tions that need to be ad dressed in the
le gal frame work gov ern ing liq ui da tion pro ceed ings. In par tic u lar, clear
rules should be es tab lished for the for mal place ment of a bank in liq ui da -
tion, the ter mi na tion of its bank ing ac tiv i ties, and the as sign ment of the
bank to an of fi cially ap pointed per son to liq ui date its es tate. Im me di ately
upon ap point ment, the liq ui da tor should be given full con trol of the bank’s
as sets, be come its sole le gal rep re sen ta tive, and suc ceed to all gov er nance
rights and pow ers of its share hold ers and di rec tors. The law should spec ify
the de gree of su per vi sion and over sight to which the liq ui da tor will be sub -
ject.15 The liq ui da tor should be re quired to re port pe ri od i cally on his ac -
tions. 

20. The liq ui da tor must also be given the nec es sary power to pre serve
and max i mize the value of the bank’s as sets. He should be able to ex er cise
all rights of the bank in the as sets, make pay ments di rectly out of the value
of the es tate, and ad vance funds to pro tect col lat eral sup port ing the bank’s
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13  As noted in the draft GBII Re port, “of fi cial ad min is tra tion does not im ply that the
bank should be kept open against all judg ment or for an in def i nite pe riod of time. Es pe -
cially, in a weak in sti tu tional en vi ron ment it may not be fea si ble or even ad vis able to keep
the bank open”.  More over, “keep ing the bank open un der of fi cial ad min is tra tion may give
rise to ex pec ta tions of a gen eral bail-out of cred i tors, which will of ten be in ap pro pri ate”.

14  As their pri mary ob jec tive is to en sure the max i mi za tion of value and op ti mal col lec -
tion of the bank’s as sets and their dis tri bu tion to cred i tors, bank liq ui da tion pro ceed ings in
many coun tries closely re sem ble liq ui da tion pro ceed ings ap pli ca ble to cor po rate in sol ven -
cies.

15  While the liq ui da tor should not be re quired to seek the ap point ing au thor ity’s per mis -
sion for ev ery ac tion, he can be sub jected to the ap point ing au thor ity’s in struc tions on the
gen eral di rec tion of the liq ui da tion and pos si bly to the ap point ing au thor ity’s prior ap proval 
for cer tain im por tant de ci sions.



as sets. The liq ui da tor should be au tho rized to en ter into con tracts to em -
ploy var i ous pro fes sion als to as sist him in his func tions, ter mi nate cer tain
ex ec u tory con tracts (i. e., for the pur pose of “cherry-pick ing”), and ap ply
to court for the avoid ance of cer tain trans ac tions and trans fers that are un -
fair and prej u di cial to cred i tors (e. g., fraud u lent trans ac tions).

21. A par tic u larly im por tant is sue con cerns the im po si tion of a mor a to -
rium. The place ment of a bank in liq ui da tion should lead to an au to matic
mor a to rium or sus pen sion of all col lec tion ac tiv ity against the bank. The
mor a to rium should, inter alia, pro vide for a stay on all cur rent le gal ac tions
against the bank and a bar against the fil ing of new ac tions, ex cept with the
per mis sion of a court or an other ap point ing au thor ity. 

22. In the con text of a bank in sol vency, a mor a to rium raises three im por -
tant is sues; a) the ef fect of the mor a to rium on de pos i tors; b) the tim ing of
the mor a to rium; and c) the treat ment of net ting and set-off pro vi sions in fi -
nan cial con tracts.  Each of these is re viewed be low.

23. With re spect to de pos i tors, the mor a to rium will in vari ably pre clude
de pos i tors from gain ing ac cess to their sav ings. Where no sys tem of de -
posit in sur ance ex ists, there will be hard ship.  To deal with these cases, the
liq ui da tor may be au tho rized to make im me di ate dis tri bu tions, up to a
spec i fied pro por tion, against the bank’s de posit li a bil i ties. More over, de -
pos i tors may be given a pref er en tial po si tion on the dis tri bu tion of the pro -
ceeds of liq ui da tion. 

24. On the tim ing of the mor a to rium, policymakers will need to de cide
how to deal with trans fer or ders for pay ments and se cu ri ties that are en -
tered in a pay ment or se cu ri ties set tle ment sys tem on the day on which a
bank’s in sol vency is de clared, in clud ing those that are set tled be fore the is -
su ance of dec la ra tion. Some le gal sys tems em ploy the “zero hour” rule ac -
cord ing to which the ef fects of the ini ti a tion of liq ui da tion pro ceed ings are
dated back to the be gin ning of the day on which the bank’s in sol vency is
de clared. As a re sult, all out go ing and in com ing pay ments and trans fers of
se cu ri ties tak ing place on that day (in clud ing those which pre ceded the
dec la ra tion) could be ren dered void or un en force able and would need to be
un wound. Given the ad verse con se quences which such a rule can have for
an in sol vent bank’s counterparties and for the sta bil ity of the fi nan cial sys -
tem, some coun tries have in tro duced rules which pro mote “set tle ment fi -
nal ity”. Un der this ap proach, the com mence ment of liq ui da tion pro ceed -
ings gives rise to only pro spec tive ef fects; it can not lead to a re ver sal of
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set tle ments of trans fer or ders which pre cede a for mal dec la ra tion of in sol -
vency (or, in some coun tries, the mo ment at which the pay ment or se cu ri -
ties set tle ment sys tem is in formed of the dec la ra tion of in sol vency). A few
coun tries go even fur ther by es tab lish ing that the mor a to rium only takes ef -
fect at the be gin ning of the day fol low ing the dec la ra tion of in sol vency or
at a mo ment to be de ter mined in the in sol vency de ci sion it self. 

25. A third ques tion which needs to be re solved is whether net ting and
set-off ar range ments should be rec og nized in liq ui da tion pro ceed ings.
Pay ments and set tle ment sys tems of ten op er ate on a net-set tle ment ba sis.
Sim i lar ar range ments in volv ing net ting, set-off, no va tion, and/or close out
ar range ments can of ten be found in fi nan cial con tracts (e. g., for eign ex -
change con tracts, re pur chase agree ments). Upon the in sol vency of a
counterparty to such a con tract, the ap pli ca tion of such pro vi sions by the
sol vent counterparty will per mit it to ap ply the to tal amount of its claims on 
the in sol vent bank against the to tal amount of its ob li ga tions to the bank; in
this man ner, the sol vent counterparty will be able to sat isfy its claims up to
the to tal amount of its ob li ga tions. If such ar range ments are not rec og nized
in liq ui da tion pro ceed ings, the sol vent counterparty will need to pay its ob -
li ga tions to the in sol vent es tate in their full amount and file for what is
owed to it as an un se cured cred i tor and, prob a bly, never re cover a sig nif i cant 
por tion of its claims. In de cid ing whether or not to rec og nize such ar range -
ments, a coun try’s policymakers will have to weigh the pref er en tial treat -
ment which such ar range ments ac cord to fi nan cial-sec tor counterparties
against the need to min i mize con ta gion risk in fi nan cial mar kets.

26. Liq ui da tion pro ceed ings re sult in the re al iza tion of the bank’s as sets
and the dis tri bu tion of the pro ceeds to cred i tors in ac cor dance with pri or i -
ties spec i fied in the law.16  The le gal frame work will need to pro vide for
no tice to cred i tors to file their claims, the ver i fi ca tion of such claims by the
liq ui da tor, and the dis tri bu tion of the pro ceeds of liq ui da tion. Once the liq -
ui da tor has com pleted the re al iza tion of as sets of the es tate, made a fi nal
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flex i bil ity to dis pose of as sets, ei ther in di vid u ally or in bulk, us ing tech niques that en sure
min i mal loss of value. As such as sets will of ten take the form of con trac tual in ter ests and
en tail cor re spond ing ob li ga tions, the liq ui da tor should be per mit ted to trans fer con trac tual
re la tion ships with out the con sent of the counterparty.



dis tri bu tion to cred i tors, and pre pared fi nal ac counts and his re port, the liq -
ui da tion ends.

III. THE GBII. IMPOR TANT CHA LLEN GES

IN DESIG NING A FRA ME WORK

27.  In the de sign of a bank in sol vency frame work, a num ber of ques -
tions will arise for which there are no uni ver sally ac cepted so lu tions. Par -
tic i pants in the GBII con fronted a num ber of these is sues. Sev eral are set
out be low. 

28. Ad min is tra tive ver sus ju di cial pro ceed ings. Policymakers must
choose be tween bank in sol vency pro ceed ings that are ad min is tra tive in na -
ture (i.e., un der which the pro ceed ings will be con ducted by the bank ing
au thor i ties with out the in volve ment of the courts) and those which are con -
ducted through the courts.  For coun tries that rely upon the cor po rate in sol -
vency law (pos si bly with a few mod i fi ca tions) to deal with bank in sol ven -
cies, in sol vency pro ceed ings will in vari ably take place in the courts.17  In
con trast, where a spe cial re gime for bank in sol vency is es tab lished, the
pro ceed ings may be ei ther ad min is tra tive in na ture or court-based. There
are also sys tems in which some forms of in sol vency pro ceed ings (e. g., of -
fi cial ad min is tra tion) are ad min is tra tive while oth ers (e. g., liq ui da tion pro -
ceed ings) are ju di cial.

29. There is no uni ver sally ac cepted model. Policymakers must choose
be tween the need to re solve an in sol vent bank quickly and ef fi ciently, on
one hand, and the need to pro tect the rights of af fected par ties, on the other
hand. Avoid ing the de lays that of ten char ac ter ize gen eral cor po rate in sol -
vency pro ceed ings is a ma jor mo ti va tion for trans fer ring re spon si bil ity
from the in sol vency courts to the bank ing au thor i ties. Given the po ten tially 
sys temic na ture of a bank in sol vency, the au thor i ties must be able to re -
spond more quickly than court-based pro ceed ings might per mit. More -
over, the nec es sary ex per tise is, in many coun tries, found with the bank ing
au thor i ties rather than the courts.

96 ROSS LECKOW

17  A coun try should rely upon its cor po rate in sol vency frame work only if it is ef fec tive. 
To the ex tent that the cor po rate in sol vency re gime is con sid ered to be weak or out-dated, or
if the au thor i ties re spon si ble for its ap pli ca tion (e. g., the courts) are con sid ered to be in ef fi -
cient or pos si bly cor rupt, the case for a spe cial re gime be comes more com pel ling.



30. At the same time, bank in sol vency pro ceed ings will nor mally sus -
pend or ex tin guish prop erty rights —in par tic u lar, those of the own ers—.
In many coun tries such ac tion can only be taken in a ju di cial pro ceed ing.
More over, even where the con duct of bank in sol vency pro ceed ings is
vested in an ad min is tra tive agency, it will of ten prove dif fi cult for leg is la -
tors to com pletely ex clude the courts. The bank ing au thor i ties’ ac tions to
re solve an in sol vent bank in ad min is tra tive pro ceed ings may sub se quently
be re viewed and pos si bly over turned in court. Where the bank ing au thor i -
ties’ ac tions are sub ject to ju di cial re view, it is not clear that an ad min is tra -
tive pro ceed ing is al ways more ef fi cient than a ju di cial one. 

31. While one can find ex am ples of both sys tems in de vel oped and de -
vel op ing coun tries, it may be ar gued that an ad min is tra tive pro ceed ing is
par tic u larly use ful in a coun try with a weak in sti tu tional en vi ron ment. In
such coun tries, the  gen eral cor po rate in sol vency leg is la tion may be poorly 
struc tured and in ef fec tive. The courts may be slow and in ef fi cient. The ju -
di ciary may be poorly trained and un able to deal with the com plex fi nan -
cial is sues that of ten arise in a bank in sol vency. In a worst-case sce nario,
the ju di ciary may be cor rupt. 

32. In such cir cum stances, it may prove ad vis able to re move cases of
bank in sol vency  from the courts’ com pe tence and to en trust them to the
bank ing au thor i ties who pos sess the ex per tise nec es sary to re solve them ef -
fi ciently. How ever, a word of cau tion is in or der.  Where a coun try’s ju di -
cial in sti tu tions are weak and in ef fi cient, it will not nec es sar ily be the case
that the bank ing au thor i ties will be any better. There may be equally valid
con cerns over the com pe tence and in teg rity of ad min is tra tive agen cies, in -
clud ing those re spon si ble for su per vis ing the bank ing sys tem. There is also 
a dan ger that, by giv ing broad pow ers of in ter ven tion and res o lu tion to ad -
min is tra tive agen cies, policymakers may un der mine the sta tus and pres tige 
of the courts, and the le gal sys tem’s re spect for the rights of the coun try’s
cit i zens.

33. Thresh old for com mence ment of in sol vency pro ceed ings. A sec ond
chal leng ing ques tion con cerns the choice of the le gal thresh old that must
be crossed be fore in sol vency pro ceed ings may be com menced. Dif fer ent
le gal sys tems of ten em ploy dif fer ent tests for this pur pose. The GBII fo -
cused on three of the most im por tant. 

34. The first such thresh old may be termed the “li quid ity thresh old”. 
Thus, in sol vency pro ceed ings may be com menced where the bank is un -
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able to pay its ob li ga tions as they fall due. While ap pro pri ate in the con text
of cor po rate in sol vency, this test is not suf fi cient in the con text of bank in -
sol vency. A bank can have tem po rary li quid ity prob lems with out be ing
fun da men tally in sol vent. It can be in sol vent with out hav ing li quid ity prob -
lems. Li quid ity prob lems in a sol vent bank can, in most cases, be ad dressed 
through in ter bank bor row ing or the lender-of-last-re sort func tion of the
cen tral bank. 

35. A sec ond thresh old may be termed the “bal ance sheet thresh old”.
Thus, in sol vency pro ceed ings may be com menced against a bank whose
bal ance sheet shows that its li a bil i ties ex ceed its as sets. This test is, per -
haps, a more ac cu rate “yard stick” than is the “li quid ity thresh old” for the
true fi nan cial po si tion of a bank. How ever, the “bal ance sheet thresh old” is
a nec es sary but in suf fi cient test. Ex clu sive re li ance upon the bal ance sheet
thresh old gives rise to a ba sic prob lem. A key pur pose of a bank in sol vency 
re gime is, in many cases, to en sure early in ter ven tion by the bank ing au -
thor i ties, if pos si ble, to re store the bank to vi a bil ity. If in sol vency pro ceed -
ings can be com menced only when the bank’s li a bil i ties al ready ex ceed its
as sets, it may be too late to take any ac tion other than to liq ui date the bank. 

36. It is for this rea son that some le gal sys tems es tab lish a third, lower
thresh old which al lows the au thor i ties to com mence in sol vency pro ceed -
ings at an ear lier stage. Un der the “reg u la tory thresh old”, in sol vency pro -
ceed ings may be com menced when the bank still has pos i tive net worth but 
its net fi nan cial po si tion has fallen be low a spec i fied level. While the pur -
pose of the thresh old is clear, the fact is that many le gal sys tems would not
rec og nize this as “in sol vency” in the clas sic sense. More over, some coun tries
em ploy dif fer ent thresh olds for dif fer ent types of in sol vency pro ceed ings. The 
reg u la tory thresh old may be ap pro pri ate for the im po si tion of of fi cial ad min -
is tra tion but not for the com mence ment of liq ui da tion pro ceed ings; the lat -
ter may only be com menced af ter the bank is “bal ance sheet in sol vent”. 

37. Man da tory ver sus Dis cre tion ary sys tems. Policymakers must also
de cide whether the ini ti a tion of in sol vency pro ceed ings should, af ter a par -
tic u lar thresh old is crossed, be man da tory or dis cre tion ary. On the one
hand, man da tory sys tems can limit the ex er cise of reg u la tory for bear ance
and op por tu ni ties for po lit i cal in ter fer ence, and pro vide a clear sig nal to
banks and to the pub lic that ac tion will be taken when a bank is in sol vent.
On the other hand, a dis cre tion ary sys tem is in her ently more flex i ble and
may fa cil i tate a more cal i brated re sponse to ad dress in di vid ual cases.
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38. While some in dus tri al ized coun tries lean to wards a man da tory ap -
proach, such a sys tem may be par tic u larly ap pro pri ate in coun tries with
weak in sti tu tional en vi ron ments. In such cases, the su per vi sor may be un -
der un due pres sure to ex er cise for bear ance and avoid pro ceed ing against
an in sol vent bank. A sys tem which re quires the com mence ment of in sol -
vency pro ceed ings in cer tain cir cum stances may limit moral haz ard and
pre vent the fur ther ac cu mu la tion of losses that would oth er wise spread
through out the bank ing sys tem.

39. Pow ers of the of fi cial ad min is tra tor.  In the con text of an of fi cial ad -
min is tra tion that is con ducted with out ju di cial in volve ment, policymakers
need to de cide on the pre cise scope of the pow ers to be given to the of fi cial
ad min is tra tor. More spe cif i cally, what should the of fi cial ad min is tra tor be
per mit ted to do to re struc ture a bank and re store its busi ness to vi a bil ity? In 
some coun tries, the of fi cial ad min is tra tor is em pow ered only to take con -
trol of the bank, as sess its fi nan cial po si tion, and man age its day-to-day op -
er a tions; to the ex tent that the of fi cial ad min is tra tor wishes to en gage in re -
struc tur ing op er a tions (e. g., the trans fer of as sets and li a bil i ties of the
bank), the con sent of other par ties (e. g., the share hold ers) will be re quired.
Un der an other ap proach, bank in sol vency leg is la tion will em power the of -
fi cial ad min is tra tor, even though he acts with out ju di cial over sight, to re -
struc ture the in sol vent bank (e.g., by trans fer ring as sets and li a bil i ties to
other banks) with out the con sent of the share hold ers or of other af fected
par ties. While the con fer ral of such broad pow ers on an of fi cial ad min is tra -
tor fa cil i tates a prompt and ef fi cient re sponse to a bank in sol vency, the le -
gal sys tems of many coun tries will not per mit their ex er cise by an ad min is -
tra tive agency with out ju di cial over sight. 

40. Stan dards for ju di cial re view. An other im por tant ques tion con cerns
the stan dard of ju di cial re view to be ap plied by the courts in re view ing (and 
pos si bly over turn ing) ac tions taken by the bank ing au thor i ties in the con -
text of in sol vency pro ceed ings. Such cases will gen er ally arise only in the
con text of in sol vency pro ceed ings of an ad min is tra tive na ture. Where the
bank ing au thor i ties have ex ceeded their le gal pow ers in tak ing ac tion
against a bank, af fected par ties should be able to chal lenge such ac tion in
the courts. At the same time, the ex er cise of dis cre tion on the part of the
bank ing au thor i ties should be re spected. A court should not be able to sub -
sti tute its own pol icy de ci sions for those of the bank ing au thor i ties. The le -
gal frame work should only “seek to en sure that the bank ing au thor i ties act
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le gally and within the lim its of their pow ers, and should not al low a re as -
sess ment of their ac tions on sub stan tive grounds”.18

41. Two im por tant ques tions re spect ing ju di cial re view will need to be
ad dressed: a) the tim ing of ju di cial re view; and b) the rem edy avail able. On 
tim ing, ju di cial re view should gen er ally be avail able only af ter the fact. A
re quest for ju di cial re view should not, in most cases, re sult in a stay of the
rel e vant in sol vency pro ceed ings; oth er wise, the bank ing au thor i ties may
be pre vented from tak ing ac tions that are es sen tial to pre serve the sta bil ity
of the fi nan cial sys tem. Such an ap proach will limit the rem e dies avail able
to af fected par ties. As af fected par ties will be gen er ally be un able to seek
re dress be fore su per vi sory ac tion has been taken, it will sel dom be the case
that the res to ra tion of the pre vi ous sit u a tion will be pos si ble, even where
the bank ing au thor i ties are found to have ex ceeded their le gal pow ers.
When the courts in ter vene, the rel e vant bank may al ready have been closed 
and its as sets and li a bil i ties trans ferred to other in sti tu tions. Un der such a
sys tem, dam ages will be the only ef fec tive rem edy. 

IV. CON CLU SION

42. The GBII, al though a work in prog ress, rep re sents a ma jor step for -
ward in the ef forts of the in ter na tional com mu nity to ad dress the prob lems
of bank in sol vency. Through out the world, there is a grow ing aware ness of
the threat which bank in sol vency can pose to fi nan cial sta bil ity. It has also
been rec og nized that bank in sol ven cies can not be re solved ef fec tively
with out a strong le gal and in sti tu tional frame work. While dif fer ent coun -
tries of ten adopt dif fer ent ap proaches to the prob lems of bank in sol vency,
in ter na tional co op er a tion in this area is in creas ing. Policymakers world -
wide are be com ing in creas ingly aware of the ap proaches and ex pe ri ences
of their peers in other coun tries. As in ter na tional co op er a tion grows, the
bank in sol vency frame works of coun tries through out the world will be
strength ened. By draw ing on the col lec tive ex pe ri ence of the in ter na tional
com mu nity, the GBII will serve as a ma jor cat a lyst in this pro cess. 
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18  Draft GBII Report, Chapter 2.


