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1.  

However, distorted incentives around bank insolvency may corrupt banks’ credit 

insufficient screening and monitoring of the lending business, resulting in 
suboptimal credit allocation.1 

undercapitalized institutions can be seen as an option that creates value 
in volatility. Hence, incentives grow to further substitute risk for economic 
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lead to incentives for banks to herd into the same asset classes in an effort to be 

credit allocation. Also, banks might collude to delay the recognition of bad loans 
and disclose them simultaneously to avoid individual blame.  

corrupted financial intermediaries.

2. WHY BANK FAILURE REGULATION FAILS

that aim at sustaining the financial intermediary more or less in its current form 
are the tool of choice. However, these bailout policies have been shown to amplify 
moral hazard and incentive distortions, consequently contributing to the suboptimal 

counteracting distorted incentives, a commitment problem prevents them from 

3. 

in the toolkit of banking regulation, such as insolvency resolution regimes 
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regimes particularly focus on purchase and assumption or closure and liquidation 
of failed banks.

and resolution regimes promote an efficient reallocation of resources and thus 
function as a cleansing effect to financial intermediation that ultimately improves 

system. 

yields strict closure and liquidation policies that offer little room for regulatory 

work and improve outcomes in the real economy? 

4.  

ultimately improve real economic performance. However, the empirical test needs 

to measure the strength of resolution policy? Second, there is an identification 

the financial system and growth, establishing a causal link is somewhat harder due 
to the endogenous relationship between the two. 

ratio of total failed bank assets that have been resolved by closure policies and 

been in place. A more detailed discussion of the indicator and its shortcomings is 

essentially captures the idea of how strictly the positive capital closure rule is 
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resolution followed the hypothetical capital closure rule more closely.

Figure 1. Average revenue growth by catharsis indicator quartile
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Admittedly, this should not be interpreted as causal inference due to multiple 

stronger. Indeed, we find a positive and significant effect of the interaction between 

rate between a relatively bank dependent firm as compared to a firm with low bank 

rule rather than in a country without cartharsis rules. 

regimes and real growth? In fact, we find a disproportionately positive catharsis 
effect on higher quality firms as those are the beneficiaries of uncorrupted credit 

5. WHAT REGULATORS SHOULD TAKE AWAY
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Setting up incentive compatible bank insolvency regimes that facilitate the catharsis 
effect should be a focus of researchers’ endeavours and regulators’ travails.

Abstract

economy. However, distorted incentives around bank insolvency may corrupt 

strongly advocate putting bank insolvency and resolution regimes center stage 

calls for particular emphasis on the common resolution framework and the Single 
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