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ABSTRACT

Banking Crises and Bank Rescues: The Role of Reputation*

This Paper focuses on bank rescue packages and on the behaviour of
troubled banks in light of rescue offers. A puzzling feature of experience with
banking crises is that in many cases policy authorities make offers of bank
rescue and banks are reluctant to accept these offers. We study situations in
which regulators have decided to offer bank rescue plans and we show that a
combination of factors, including bankers’ reputational concerns, can explain
banks’ potential reluctance to accept offers of recapitalization.
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NON-TECHNICAL SUMMARY

Banking sector problems and banking crises have occurred in many countries
during the past two decades. Countries experiencing crises have included
emerging market economies as well as economies with the most advanced
financial markets. Despite the frequency of banking crises, there have been
few analyses of regulatory responses to crises. This Paper focuses on
regulators’ offers of bank rescue during a banking crisis and on the behaviour
of troubled banks in light of rescue offers.

It is frequently observed that once regulators perceive a banking crisis to be
serious, they become reluctant to close banks. Recapitalization of banks is an
attempt to avoid negative externalities associated with bank closures,
including credit crunches, premature liquidations of profitable projects and
financial contagion to healthy banks. It is a puzzling fact, however, that banks
are frequently reluctant to accept rescue offers made by policy authorities.

A common feature of banking sector problems is the presence of asymmetric
information between banks and regulators regarding the quantity of bad loans
on banks’ balance sheets. Troubled banks have the ability to hide their bad
loans by rolling them over and regularly do so in practice. Yet, this passive
rolling over of loans in default worsens banks’ financial states and
exacerbates banking sector problems.

We consider the situation in which regulators have decided to offer bank
recapitalization plans and where there is asymmetric information regarding the
amount of bad debt on banks’ balance sheets. We show that a combination of
factors, including the quality of banking supervision and bankers’ reputational
concerns, can motivate troubled banks to reject offers of recapitalization.
Bankers’ reputational concerns seem to have played a role in banks’
reluctance to accept rescue offers in Japan, Mexico and Thailand. After
analysing bank responses to rescue offers, we identify the conditions of
optimal rescue plans when the regulator takes into account bankers’
reputational concerns in designing the plan.

In our model the probability of a bank experiencing loan defaults is a function
of the bank’s type (high or low) and of the severity of the crisis (non-severe or
severe). More banks experience loan defaults in a severe than in a non-
severe crisis and the expected proportion of defaulting loans on banks’
balance sheets is higher in a severe crisis. Both the severity of the crisis and a
bank’s level of loan defaults are private information to the bank. The banker’s
reputation is determined by the market’s belief that the bank is a high type,
conditional on information that the market receives about the bank’s current
performance. This reputation is endogenously determined.



A bank may choose to reveal its bad loans or attempt to hide them by rolling
them over. When the bank attempts loan rollovers, it faces a positive
probability of being caught by bank supervisors. If the bank is caught, it must
report its true level of bad loans; if the bank is not caught, it can announce that
it has no loan defaults. The benefit of rolling over defaulting loans is the
reputational gain that the banker receives by being able to report no loan
defaults. The cost to loan rollovers is a lowering of the bank’s future recovery
on the defaulting loans, which translates into a lower bank net worth. Actual
loan repayments and bank net worth will be realized in a future period, after
the market has updated the banker’s reputation on the basis of the bank’s
current performance announcement.

When a regulator offers a bank rescue plan, bankers who intend to reveal
their bad loans will accept the plan whereas those who wish to hide their bad
loans will reject the plan. If a banker who rejects a plan and rolls over
defaulting loans is caught by bank supervisors, both the market and the
regulator will know that the bank has bad loans and attempted to hide them.
Bank responses to rescue offers can thus serve an informational role
regarding banks’ handling of their bad loans. The market will use the
information that the bank had bad loans (and attempted to hide them) when it
updates the bank’s reputation. The regulator can also use this information to
impose an additional cost on the banker, beyond the cost of lower bank net
worth already generated by the loan rollovers. Reputation and bank net worth
both enter into the banker’s objective function; therefore, if the expected gain
in reputation from successful loan rollovers exceeds the expected costs of
rolling over loans, the manager of a bank with defaulting loans will choose to
reject a rescue plan and roll over the loans.

We show that reputational concerns have implications for the conditions under
which banks will accept rescue plans. Even when conditions accompanying
the plan are very ‘soft’ on the banker, the banker may refuse to accept the
plan. In order to induce banks to accept rescue plans and address their
problem loans, the regulator may be forced to offer an amount of
recapitalization that is well above the level necessary to bring an insolvent
bank to solvency. The recapitalization must offset the negative reputational
effect that accompanies the banker’s acceptance of the plan. If regulators are
constrained in the amount of recapitalization that they can offer, they may be
unable to induce banks to accept rescue.

The quality of bank supervision also affects banks’ willingness to accept
rescue plans. If the probability of discovering banks who reject rescue offers
and attempt to hide their bad loans is high, banks will be willing to accept
rescue plans with less recapitalization than if the detection probability is low.
This link between the strength of bank supervisory institutions that are in place
at the time of a crisis and the regulator’s policy options in response to the



crisis suggests one possible explanation for international differences in
regulatory responses to banking crises and in bank responses to rescue
offers.

Another policy implication of the analysis is that the optimal rescue plan
imposes a cost on banks that reject rescue offers and then exhibit poor
performance. By committing to imposing a punishment on banks that reject
rescue offers and then are discovered to be in poor financial shape, the
regulator can induce banks to accept a rescue offer with less recapitalization
than in the absence of such a commitment.

Finally, even when the regulator takes into account bankers’ reputational
concerns in designing a rescue offer, rejection of the offer may occur in
equilibrium. It is possible that a high cost for the regulator of offering
recapitalization will reduce the amount of recapitalization that the regulator
chooses to offer relative to the amount that would entice all banks with
defaulting loans to accept the offer. In particular, the amount of recapitalization
chosen by the regulator may lead to an equilibrium in which banks with bad
loans will reject the plan if the crisis is non-severe but will accept the plan if
the crisis is severe (hence, more banks are reporting loan defaults). In this
case only if the crisis turns out to be severe will banks accept the rescue offer.
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