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Introduction Model Results

Bail-ins versus Bailouts
Failure of big banks is costly and can have large impacts on financial stability

Bailouts and bail-ins are resolution strategies for distressed big banks

Bailouts: external funds used to stabilize bank
▶ Protection from downside risk creates moral hazard for shareholders
▶ Subsidy to creditors decreases the effectiveness of market discipline

Bail-ins: internal funds used to stabilize bank
▶ Losses on assets levied on shareholders → reduce moral hazard
▶ Recapitalize bank by converting uninsured debt claims into equity → improve mkt discipline

Common concern: ↑ (↓) in debt prices (equity value) could stifle big bank lending
▶ This Paper: Resolution policies also impact small banks and differentially influence

big banks.
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Introduction Model Results

This Paper: Heterogeneity + Dynamics

Prior literature has focused on a representative big bank

This paper adds key elements:

1) Banks of heterogeneous riskiness

2) Endogenous size choice

3) Entry + exit

Methodology:

Adapted Hopenhayn firm dynamics model with bailout/bail-ins

Benchmark: Banking industry pre-GFC with size-dependent probability of bailout
▶ Estimated using SMM on Call Report data

Counterfactual: Bail-in policy instead of bailout
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Introduction Model Results

Key Channels

Uninsured debt with risk-sensitive interest rates
▶ Extensive literature documenting “Too Big to Fail” subsidy on debt borrowed by big banks
▶ Solve for endogenous interest rates based on bailout/bail-in policy

Bank size choice
▶ Heterogeneity in loan returns and financial constraints generate a bank size distribution
▶ Resolution policies increase/decrease incentive to be big — may distort size distribution

Key Intuiton:
▶ Bailouts subsidize uninsured debt for large banks, particularly riskier banks.
▶ Bail-ins reduce this subsidy.
▶ This raises funding costs for riskier banks and weakens incentives to grow just to become

too-big-to-fail.
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Introduction Model Results

Fewer big banks exist and fewer fail

Share of big banks decreases by 42%

▶ Agg lending ↓ only 3% due to new
entrants

Big bank prob of failure ↓ from 2.9% to
1.0%

▶ Lower risk banks fail at about the same
rate

▶ Higher risk banks had much higher
chance of failure under bailout, but

▶ No longer grow large

▶ Borrow less, so fail less often

Bail-ins reduce risky lending by riskier banks, but still encourages it by less risky banks
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Introduction Model Results

Conclusion

Bail-ins achieve their goal of reducing big bank failure

Banks are less incentivized to grow large and share of big banks ↓ 42%

Avg prob of a big bank failing ↓ by 65%
▶ Ex-ante riskier banks stay smaller due to fewer size incentives

More banks enter, and aggregate lending ↓ by 3%
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