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Abstract 

This paper argues that a special bankruptcy regime (resolution) is desirable for the 

efficient restructuring and/or liquidation of distressed banks. The systemic 

repercussions of bank crisis which can dramatically affect both financial and real 

sectors create the need for a special bankruptcy framework. At first, the article 

investigates the specific characteristics that distinguish banks from other corporations. 

Next, it discusses Iran’s banking regulation and shows that the whole system of 

bankruptcy regulation is inefficient. In other words, resolution regime is largely 

neglected in Iran’s bankruptcy regulation. Finally; the article makes some 

recommendations to improve bankruptcy framework, which should allow regulators to 

better mitigate disruptions in the financial system and minimize the social costs of bank 

distress. 

Bank failures are different from failures of other entities 

Considering the critical intermediary role that banks play in economy, financial 

difficulties in banks need to be resolved in an orderly, fast and efficient manner, 

avoiding undue disruption to the bank's activities and to the rest of the financial system. 

In other words, banks play an important role in the economy and the financial system 

and the systemic impact of their bankruptcy and its repercussions for the economy at 

large is much more pronounced than the failure of a non-financial firm. Therefore, bank 

failures are different from the failure of other entities in many important aspects that 

can be mobilized to justify the exemption of banks from general corporate insolvency 

law and their subjection to administrative insolvency proceedings under the control of 
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regulators. It should be noted that the effects of the banking crisis are very risky and 

affected almost all sectors of the economy and the financial stability. 

The role of banks in the financial stability 

Financial stability has emerged as a prominent objective of monetary policy, especially 

after the global financial crisis of 2008. Simply, financial stability implies financial 

institutions; including banks remain safe and vigorous. Financial stability means 

financial institutions individually and collectively been able to deliver their functions 

properly, withstanding external shocks and avoiding internal weaknesses.  The banking 

industry has faced some of the greatest challenges in recent history and subsequently 

has undergone dramatic changes. The 2007–2009 financial crisis have made evident 

that the legal frameworks for resolving troubled banks vary widely across countries. In 

other word, the financial crises that unfolded, especially in 2008, showed that 

authorities lacked the appropriate tools to deal with troubled banks. Developed 

countries and many developing countries recently pay much more attention to the 

design of a clear resolution mechanism and reform their bankruptcy legislation to 

stimulate reorganization and bank survival. The 2008 global financial crisis has 

ushered in several international regulatory reform initiatives pursued to enhance the 

resilience and stability of the financial system. Included in these reforms have been 

new capital and liquidity standards for Financial Institutions (FIs). The objective of 

these reforms has been to improve the ability of FIs to deal with market and economic 

shocks to maintain financial stability and protect the real economy. 

Resolution regime 

A bank resolution occurs when authorities determine that a failing bank cannot go 

through normal insolvency proceedings without harming public interest and causing 

financial instability. Actually, the resolution regime is the result of the financial crisis 

of 2007 and it helps the economy to settle a failed bank without using the money from 



 
 

the public and at the same time by avoiding any systemic distress. Resolution is the 

restructuring of a bank by a resolution authority through the use of resolution tools in 

order to safeguard public interests, including the continuity of the bank’s critical 

functions, financial stability and minimal costs to taxpayers. In fact, resolution reduces 

the risks to depositors, the financial system and to public finances that could arise due 

to the failure of a bank. The resolution tools are designed to allow the authorities to 

take action — if necessary before a bank is insolvent — to minimize any wider 

consequences of its failure for financial stability and ensure confidence in the financial 

system. Prior to the recent crisis, most governments lacked resolution tools, leaving 

liquidation (termination of the bank) or bail-outs (restructuring them) as the only 

options but now the “Purchase and Assumption”, “Mergers and Acquisitions”, “Bridge 

Bank” (a new entity to separate out good and bad assets), “Liquidation”, “Deposit 

Payoff”, “Open Bank Assistance” and “Bail-In” (is converting the bank’s debt to 

equity, just like in a corporate restructuring.) are used as resolution tools. 

As noted, bank resolution resolves a failed bank in an orderly way so the financial 

markets do not collapse. Under this mechanism, banks should prepare a plan for their 

reconstruction or liquidation if they face stress. In fact, authorities use resolution 

regime to manage the bank's failure in an orderly manner to ensure the continuity of 

the bank's critical functions, maintain financial stability and restore the viability of 

parts or all of the banks. 

Special bankruptcy regime in Iran 

Investigating the existing legal framework and banking regulation shows that there are 

so many gaps in the banking bankruptcy framework and the existing framework for the 

winding-up of insolvent banks is insufficient. This means that there is no 

comprehensive compilation of legal rules on this issue. On the other words, the 

resolution regime is largely neglected in Iran’s Banking Law. 



 
 

Conclusion 

This paper emphasizes that the introduction of a special bankruptcy regime for the 

banking system can provide an efficient framework for the restructuring and/or 

liquidation of an insolvent bank while maintaining financial stability and also 

highlights the need for a special resolution regime for Iran’s banking system. The paper 

recommends that the effective bankruptcy law should be designed and implemented 

according to the principles of Islamic banking by using the experiences of other 

countries and advises that the bankruptcy process should be led by the regulator. The 

paper recommends the Iran’s banking regulators to use the lessons from the recent 

financial crisis to deal with the demanding task of designing a proper and efficient 

bankruptcy regime. In this regard, defining the key concepts clearly (such as insolvent), 

determining resolution authority, improving Central Bank's supervisory objectives and 

building a reliable, systematic and accurate schedule are recommended.
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