
Abstract

Thispaperanalyzestheimpactofrulesbased
bankinsolvencyresolutiononrealeconomic
growth.Resolvinginsolventbankscanpositively
affecttherealeconomybyovercomingmoral
hazardproblemsandimprovingbanks‘credit
allocationandmonitoring.Weproposeanew
indicatortomeasurethestrengthof‘catharsis’,
i.e.,howstrictlybanksareresolved,andusea
largefirmleveldatasettotestitseffect.Wefind
thatarelativelystrongerimplementationofbank
resolution rules has a statistically and economic-
allysignificantpositiveeffectonfirmgrowth–
particularlywithrespecttofirmsthatare
structurallymoredependentonbankfinancing. 
Ourfindingsarerobusttovariousspecifications.

Investigatingthetransmissionchannelsofthis
‘catharsiseffect’revealsthatitessentiallyworks
bymeansofbenefitinghigherqualityfirms
(qualitychannel)andreallocatingcredittofirms
thatneeditmost(quantitychannel).Additional
analysissuggeststhatthe‘catharsiseffect’works
bestinbankingsystemsthatofferaccesstointer-
nationalfinancingbecausesuchaccessmitigates
thepotentiallynegativecreditsupplyeffectsof
liquidatinginsolventbanks.Takentogether,our
findingsindicatethatmoreattentionshouldbe
focusedondevelopingincentivecompatiblebank
resolution regimes. 

Great thoughts …                                                                                                                                                      
   
        
“Tragedy, is […] serious, complete, and of a  
 certain magnitude; through pity and fear effecting 
the proper catharsis [=purgation].
Aristotle

“The problem [is not] how capitalism administers 
existing structures, [but] how it creates and 
 destroys them. This creative destruction causes 
continuous progress. Situations emerge […] in 
which many firms may have to perish.
Joseph Schumpeter

… and their application to failed  
bank treatment

Bankinsolvencyresolutioncanbethoughtof 
asaprocessofcatharsis:Resolvingfailedbanks 
inarulesbasedandpromptwayincreasesreal
economicperformance

n  Cleansoutexistingmoralhazard
 (=purgationfromcorruptedincentives)
n  Improvesfunctioningofthebankingsystem,
   e.g. its credit allocation
n  Preventsregulatoryforbearance

Key take-away

n  We need incentive compatible bank insolvency 
regulation that makes catharsis work for the real 
 economy!

Key hypothesis

n  ‘catharsis effect’: rulesbased resolution of failed 
banks (re)established incentives in financial inter
mediation and improves banking and economic 
 performance
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