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The Political Economy of Bank Bailouts

Abstract

In this paper, we examine how the regulatory design of bailout institutions affects the out-
come of bank bailout decisions. In the German savings bank sector, distress events can be
resolved by local politicians or a state-level association. We show that decisions by local politi-
cians with close links to the bank are distorted by personal considerations: while distress events
per se are not related to the electoral cycle, the probability of local politicians injecting tax-
payers’ money into a bank in distress is 30% lower in the year directly preceding an election.
Using the timing of the distress event in the electoral cycle as an instrument, we show that a
decentralized local bailout results in worse future performance and less efficient credit allocation
of the affected banks. We also observe a significantly worse real sector performance of locali-
ties under decentralized political bailouts as compared with those under centralized association
bailouts. Our findings illustrate that larger distance between banks and decision makers reduces
distortions in the decision making process and has implications for the design of regulatory

architecture.
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1 Introduction

The optimal distance between regulators and regulated entities in the banking sector is one of the
major issues in current discussions among academics and policy makers (Agarwal, Lucca, Seru,
and Trebbi (2014), Colliard| (2014))). For example, decisions on bank bailouts are often taken by
politicians, and in many cases these politicians are closely linked to the banks in distress. Such
links can range from personal relationships with top bankers to direct ownership relationships
(in case of state-owned banks). On the one hand, such close proximity has the potential to
improve the decision making process, as it provides politicians with good information about
banks that get into distress. On the other hand, close proximity could imply that politicians’
personal considerations distort the decision making process, which is clearly undesirable. Greater
distance between banks and politicians would solve the issue, potentially at the expense of less
informed decisions. Whether the informational benefits of proximity outweigh the costs of
decisions distorted by personal interests is an empirical question that we aim to examine in our
paper. Specifically, we analyze how the regulatory design of the regime affects the outcome of

bank bailout decisions.

Identifying the effects of distance between decision makers and affected financial institutions
on bailout decisions is empirically challenging for several reasons: First, bank distress and
the subsequent bailouts are (fortunately) rare events, which greatly complicates the empirical
analysis. Second, there is a lack of counterfactuals against which bailout decisions can be
evaluated. It is hard or even impossible to say what would have happened if a specific bank had
not been bailed out. Finally, it is cumbersome to identify the distance between decision makers
and affected financial institutions, which is necessary if one wants to analyze the effect of this

distance on the decision making process.

The German savings bank sector provides a unique laboratory in which we can address these
challenges. There are 429 individual local savings banks with a combined balance sheet total
of €1,084 billion, representing a relatively homogeneous group. Between 1995 and 2010, we
are able to compile a sample of 148 savings banks distress and bailout events, which firstly
allows us to carry out empirical analysis. One critical feature of our setting is that either local
politicians or savings bank associations would organize bailouts for distressed banks. The savings
bank association has an extensive guarantee system that ensures the solvency and liquidity of its
member institutions. The association’s decisions on capital injections and distressed mergers are
driven by economic considerations, they provide an ideal benchmark against which the bailout
decisions by local politicians can be evaluated. In the end—and perhaps most importantly—
Deutsche Bundesbank provides detailed information about distress events of savings banks that

allows us to identify the capital injections of different parties as well as other restructuring



measures around the events. The bailouts organized by local politicians and those organized by

associations differ precisely in the distance between decision makers and the banks in distress.

To be more specific, there is a close connection between savings banks and municipalities
which formally own the banks. Local politicians tend to be members of the banks’ supervisory
boards; most prominently, the city major or county administrator usually serves as chairman
of the board. As such, he has a considerable amount of control over the bank, from which
he plausibly derives both pecuniary and non-pecuniary beneﬁtSE Moreover, individual savings
banks are interconnected by state-level associations. These associations operate an extensive
safety net that has ensured that no savings bank in Germany has ever failed (Sparkassen-
Finanzgruppe (2004)). The safety net functions like an insurance scheme: Whenever one of
the member institutions gets into distress, the other banks in the association have to step in
and provide support. To prevent a recurrence of the distress event, the association imposes a
so-called restructuring plan on the bank. The plan imposes tight restrictions on the operations
of the bank and could, in the worst case, involve a merger of the bank with another bank in the
association. The implementation of a restructuring plan is likely to constrain the power of the
local politician who acts as a chairman of the bank; e.g., in the case of a distressed merger, he

is very likely to lose his position, and with it his influence on the operations of the bank.

The crucial feature of our setup is that local politicians can avoid formal distress cases by
making use of taxpayers’ money to support the bank in distress. In this case, the distress event
is resolved without involvement of the state-level association and no restructuring plan is imple-
mented. Whether or not politicians intervene should ideally depend on economic considerations
such as the future viability of the bank or implications of the intervention for the overall economy.
As the local politicians are close to the bank, they could benefit from informational advantages
and tailor their policies to local needs. However, as politicians have been found to maximize
their probability of re-election, decisions could also depend on political considerations. Interven-
tions could either be seen as negative, if voters perceive them as a waste of taxpayers’ money,
or as positive, if voters agree with the politician that tight restructuring measures should not
be imposed on the bank. Regardless of voter preferences, we can test whether political consid-
erations distort local politicians’ decisions on bank bailouts by analyzing whether the likelihood
of interventions depends on the extent to which these interventions could affect the politician’s

probability of re-election.

To do so, we have to identify situations in which potential effects on the probability of re-

election are particularly large. One such situation can be derived from the electoral cycle, as a

1For example, he can influence the allocation of earnings of the bank. Besides profit maximization, savings
banks are mandated to serve the local community. Therefore, their earnings are often used to fund community
projects, local events, or other activities within the municipality. Anecdotal evidence suggests that politicians
often use these funds as a ‘shadow budget’ that is not controlled by the local parliament and hence gives them
more freedom in the allocation of funds. Moreover, the compensations for their position as a chairman are one of
the few perquisites that local politicians are allowed to keep for themselves (Die Welt| (2012)).
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great number of papers have documented that voters tend to forget events that occurred early on
in the electoral cycle (Rogoff and Sibert| (1988])). Thus, if an election is imminent, interventions
are more likely to have an impact on the politicians’ probability of re-election. Another situation
arises when political competition in the respective municipality is tight. With greater political
competition, important events are more likely to actually affect the politician’s probability of
re-election. Finally, we also investigate whether politicians’ ideology plays a role in decisions
on bank bailouts. We find that occurrence of distress events of German savings banks between
1995 and 2010 is not correlated with the electoral cycle of politicians. Thus, local politicians
are unlikely to be able to delay distress events until the election is over (see e.g. Brown and
Dinc (2005), Liu and Ngo (2014)). The decision of a local politician to inject tax payers money
in a distressed banks does however depend on the electoral cycle. Conditional on distress (148
cases) politicians are about 30% less likely to inject capital into a distressed bank in the twelve
months preceding an election as compared with the twelve months following an election. If there
is high competition in the electoral process, a political bailout is 15% less likely. The findings are
robust to the inclusion of a wide set of macroeconomic as well as bank-specific control variables.
Overall, these findings are in line with the notion that decentralized bank bailout decisions from

a local politician are distorted by the their personal considerations.

On the one hand, the above findings allow us to understand how the incentives of local
politicians affect the types of bailout decisions. On the other hand, they provide an identification
strategy to evaluate bailouts organized at the local level and at the centralized association level.
Thus, in the second part of the paper, we use the timing of the distress event in the electoral
cycle as an instrument of the bailout type. Apart from its influence on the probability of a
bailout by the local politician, the timing of the distress event in the electoral cycle should not
have an influence on the affected banks or the local real sector in the long-run. One distinct
feature of our setting is that the German local politicians are not able to endogenously affect the
timing of distress events. Therefore, the distress events and the necessary following bailouts are
unlikely to be triggered by election-related factors. Moreover, we show balance of covariates for
banks/areas experiencing distress events before and after the election, verifying the exogeneity of
our instrument. As business cycle does not seem to be directly affected by politicians’ re-election
considerations, the effects we find are likely to work through the bank bailout channel. Further
we examine the average long run effects post bailouts, so any politician-induced cyclicality tends
to be absorbed already by construction. As a result, an alternative channel that is driven
by political considerations and thereby create electoral cyclicality in outcome variables, is not
likely to lead to our findings. Taken together, the concern on exclusion restriction is alleviated.
The main focus of our paper is the post-bailout evaluation of the two bailout regimes. In one
regime the decision maker is closer to the bank in distress, and those bailouts are classified as
decentralized bailouts organized by the local politicians. In the other regime due to the larger

distance between the decision maker and the distressed bank, those bailouts are classified as



centralized bailouts organized by the state-level savings bank association&ﬂ We first compare
the long run performance of the affected banks following decentralized v.s. centralized bailouts.
To better understand the potential inefficiencies caused by decentralization, we further explore
the different patterns in state credit allocation. As a final piece of evidence, we compare the

development of the corporate sector around the distress events.

We find that following the distress event, within a given county, the share of loans extended
by state banks increases if the distress event is resolved by the politician rather than the as-
sociation. For the affected banks, we find that restructuring activities are considerably less for
those bailed-out by the local politicians. Even local politicians should in principle be better
informed about their respective banks, the restructuring by them does not result in better long-
term performance. The comparison of the long-run performance of banks under decentralized
bailouts v.s. centralized bailouts yields a consistent pattern: Banks that obtained support from
the association perform better and are also better capitalized in the years following the distress
event. We further explore the drivers of these relatively undesirable outcomes under decentral-
ized bailouts by focusing on credit (mis)allocation around bailouts. We find strong evidence
that decentralized bailouts to distress banks may lead to distortions in their lending practices.
Those banks are more likely to allocate credit to less efficient firms and engage more in con-
nected lending compared to banks under association bailouts. When we turn to the local real
sector, the most crucial finding is that the long run growth in the corporate sector is negatively
affected if the capital injection is provided by the local politician as compared to the associa-
tion. Entry and exit are also impeded in areas with decentralized political bailouts, which may
potentially lead to a less dynamic macroeconomic environment, weakening growth prospects of
the respective region. Overall, we observe a significantly worse real sector performance of coun-
ties under decentralized bailouts as compared with those under centralized ones. The above
documented inefficient allocation of credit and preferential lending could partially account for
the worse real sector performance. To sum up, both fiscal costs and real costs of the bail-outs
carried out by decentralized decision-makers, can be quite substantial in particular for rather

small municipalities.

There is now a growing literature that examines the various economic trade-offs that accom-
pany bank bailout decisionsﬁ Proponents of bank bailouts argue that bank failures generate
significant negative externalities that can have debilitating real effects. Thus, every effort should
be made to avoid bank failures. Critics, on the other hand, voice concerns about the fiscal costs

and moral hazard problems that accompany bank bailouts. Most of these discussions, however,

2In this paper, decentralized bailouts stand for the bailouts organized by local politicians, or simply, political
bailouts. Centralized bailouts stand for the bailouts organized by state-level savings bank associations, or in short,
association bailouts. We use those terms interchangeably throughout the paper.

3See Merton!| (1977), [Keeley| (1990), Demirguc-Kunt and Detragiache| (2002), Dam and Koetter| (2012), |Gropp,
Hakenes, and Schnabel (2011). A detailed discussion of state-supported schemes for financial institutions is
provided by Beck, Coyle, Dewatripont, Freixas, and Seabright| (2010)).
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omit an important factor that could affect bank bailout decisions, namely the personal inter-
ests of politicians involved in these decisionsE] Politicians may follow their own interests (i.e.,
constituents and special interest pressure in order to increase their probability of re-election)
or their own ideological preferences (e.g., the conservative principle of limited intervention in
private markets; see Peltzman, (1985), Poole and Rosenthal| (1996)). Since bailout decisions have
dramatic consequences on the resulting market structure as well as on banks’ risk takingﬂ an

understanding of the role of politicians is of major importance.

The paper furthers the literature examining how political variables affect bank distress events
and bailout decisionsﬁ The most related paper is|Brown and Dinc (2005)), who find for a sample
of 21 emerging markets that failures of the largest banks in these countries are significantly more
likely directly after an election as compared with the time before an election. While their paper
is about the delay of bad news about bank failures prior to elections, we provide evidence that
local politicians exploit their power to keep control of a bank if political circumstances allow
it. Exploiting variation in the scheduling of gubernatorial elections to study the timing of bank
failure in the US, [Liu and Ngo| (2014)) find that bank failure is about 45% less likely in the
year leading up to an election. Political control (i.e., lack of competition) can explain all of this
average election year fall in the hazard rate. |Halling, Pichler, and Stomper| (2016) document that
politicians with less secure reelection prospects are more prone to take advantage of their captive
banks, and that this effect is more pronounced in areas with high GDP per capita. Another
example of political influence on bank bailout decisions is provided by Imai| (2009). He shows
that bank regulators in Japan delay declarations of bank insolvency in counties that support
senior politicians of the party in powerE] While the previous literature documents the tendency
to delay bank failure until after the election, local politicians in Germany do not seem to have
the same ability to endogenously affect the timing of distress events in the electoral cycle. We
argue that this is potentially due to strong supervision in the German banking sector, where
banks are required to report monthly capital adequacy ratio. Politicians in Germany thus have
some flexibility not over the timing of bailout (closely following the distress), but over the type
of the bailout. Therefore, one contribution of our paper is that we point out this alternative
degree of freedom when politicians’ are dealing with failing banks under strong supervision. The
empirical evidence on political business cycle remains inconclusive. Drazen (2000) summarizes
that empirically there is little evidence of political factors influencing the macro economy. [Dinc
(2005) and Sapienza/ (2004)) show that government-owned banks increase their lending in election

years relative to private banks. For Germany, Vins| (2008)) and [Englmaier and Stowasser| (2013)

4A notable exception is [Brown and Dinc| (2005), who provide evidence that politicians in emerging countries
delay bank failures until after the election.

®See [Dam and Koetter| (2012), |Gropp, Hakenes, and Schnabel| (2011)).

5See [Duchin and Sosyural (2012), [Pana and Wilson| (2012)), [Puente] (2012).

"The influence of political incentives on bailout decisions is not constrained to the banking sector. [Faccio,
Masulis, and McConnelll (2006) find that firms in 35 countries are more likely to be bailed out by the government
if one of their top officers or a large shareholder is a member of the national government or parliament.
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examine how savings banks adjust their behavior around elections. They find that layoffs of
employees, closures of branches or merger activities of these banks are significantly less likely
prior to an election. At the same time, savings banks increase their lending around elections
in order to induce favorable economic outcomes for the politicians. One may interpret those
findings as evidence against our identification strategy as any observed effects may result from
the politicians’ other election-induced behavior rather than the bailout decision. An important
note is that our instrument is not the electoral cycle itself, but the timing of a distress event
in the electoral cycle. Any politician-induced cyclicality tends to be irrelevant since we focus
on changes in long run average values after the distress/bailout. For example, the lending
cycle mentioned in [Englmaier and Stowasser| (2013) is absorbed by construction when we take

a five-year average value of the outcome variable as the electoral cycle itself is five years.

Our paper has important policy implications on the optimal decision-making process that
decide on bank bailouts. The two types of bailouts (political v.s. association) correspond to
decentralized v.s. centralized decision making processes. Although a decentralized system may
imply close proximity, thus more local knowledge for the decision maker and tailored policies to
local needs, we document that bailout decisions are often driven by personal incentives and ide-
ology. A centralized decision-making process, with larger distance between the decision makers
and the distressed banks, requires policymakers to rely on a broader perspective. Centralization
is also likely to reduce personal stakes of politicians, and may therefore result in more efficient
decisions on financial sector interventions. The discussion on centralization v.s. decentralization
of decision making is not new. The decentralization theorem raised by |Oates| (1972)) argues
that in the absence of any externalities or spillovers, decentralization is more efficient than
centralization if regions are not identical. Prior theoretical work discussed the advantages and
disadvantages of decentralization (See Oates (1972)), |Alesina and Spolaore| (2003), |Lockwood
(2002)), Harstad, (2007)) and Boffa, Piolatto, and Ponzetto (2016)). Specifically, |Colliard| (2014))
put forward a model incorporating the trade-off between better knowledge and biased incentives
for local supervisors as compared with a central supervisor. In this regard, we provide novel

empirical evidence by carefully evaluating the outcome of centralized v.s. decentralized bailouts.

Our results illustrate the undesirable features of a decentralized decision-making regime in
bank bailout decisions, shedding some light on the complex and obscure empirical literature on
the consequences of decentralization (Treisman (2007)). More importantly, our findings can be
considered as relevant for the debate about the optimal level of banking supervision in the United
States (Agarwal, Lucca, Seru, and Trebbi (2014)), or the discussion about a unified banking
supervision within the Euro zone. Boffa, Piolatto, and Ponzetto| (2016) proves theoretically that
centralization results in aggregate efficiency gains due to the decreasing and convex function
of rent extraction on the share of informed voters. The key insight of their paper is that high
diversity of information or institutional quality pushes towards centralization. Applying our

results to a broader geographical level, for example, the Euro zone, when the voters’ ability
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to monitor the decision-makers is much more heterogeneous compared to Germany, the gains
yielded by centralization in banking regulation can be even larger. The centralized banking
regulation party is mainly monitored by the most informed and capable regions, resulting in
better incentives and less distorted decisions than the average local regulator. This benefit, is
more likely to surpass the cost to understand local banks for centralized regulators nowadays with
advances in information technology and a more integrated banking system. One major purpose
of Single Supervisory Mechanism (SSM) is exactly to facilitate the supervisory information

collection in the European banking sector.

Finally, our paper is related to a broader literature on the political economy of finance.
Especially in the aftermath of the recent crisis, several papers examine how legislation on the
financial industry is affected by lobbying of special interest groups and voter interests (Mian,
Sufi, and Trebbi (2010), Mian, Sufi, and Trebbi| (2013) and McCarty, Poole, Romer, and Rosen-
thall (2010))). Lobbying by financial institutions affects the regulatory environment and might
have negative consequences for financial stability (see Romer and Weingast| (1991)) for the U.S.
in the 1980s). |[Kroszner and Strahan (1999) provide evidence that special interests of the fi-
nancial industry affected the timing of bank branch deregulation in the U.S. Similarly, Nunez
and Rosenthal| (2004) show that both ideology and interest group interventions are important
for U.S. legislation on bankruptcy. In another recent paper, |Agarwal, Amromin, Ben-David,
and Dinc (2017) examine whether the foreclosure decisions of banks during the recent crisis
reflect these banks’ political concerns and find that banks delayed foreclosures on mortgages
located in districts whose representatives are members of the Financial Services Committee in
the U.S. House of Representatives. Again, politicians and bankers seem to affect each others’
actions. Compared to the papers mentioned above our study takes a somewhat different ap-
proach. Rather than investigating how decisions of politicians are influenced by the financial
industry, we concentrate on politicians’ incentives to keep control of a bank that is currently in

their sphere of influence.

The remainder of the paper is organized as follows. The next section provides an overview of
our institutional setup. In Section |3| we describe the construction of our dataset. Results on the
influence of political variables on bailout decisions among German savings banks are presented
in Section 4] In Section [, we examine how the consequences of bailouts depend on the type of

the bailout. Finally, we conclude in Section [6]



2 Institutional background

2.1 Distress events in the savings bank sector

The focus of our paper is on savings banks, which grant about a quarter of all corporate and
consumer loans in Germany (see |Sparkassen-Finanzgruppe, (2010)). In 2010, the savings bank
sector consisted of 429 individual banks with a combined balance sheet total of € 1,084 billion,
15,600 branches, and about 250,000 employees. By statutes, savings banks do not compete one
with the other as their operations are constrained to the city or county that formally own them.
The head of the respective local government, who is either a city mayor or a county administrator
(referred to as local politician throughout the paper) acts as the chairman of the local savings
bank’s supervisory boardﬂ Their position as a chairman of the board gives local politicians a
strong influence on the operations of the bank (e.g., the appointment of bank management and

the allocation of earnings).

Individual banks are connected by so-called savings bank associations that operate safety
nets at the state level (referred to as the association throughout our paper)ﬂ Figure(l|illustrates
the set-up of a savings bank association. The decision making board of the association consists
of representatives from the individual banks (local politicians and bank executives) who are
elected at general meetings of the association and serve for four- or five-year termsm Savings
bank associations collect data on the solvency and liquidity of their member institutions and
transmit this information to the supervisor. Furthermore, they operate guarantee funds that
function like an insurance scheme: If one of the member institutions gets into distress, the other
banks in the association have to step in and provide support, where the main support measures
are capital injections and debt guaranteesﬂ Support is provided under the condition that the
bank follows a restructuring plan which is proposed by the association. As often emphasized
by the savings bank organization, the extensive safety net has ensured that no savings bank in
Germany has ever failed. The claim is that distressed savings banks will always be bailed out

by the association.

8The supervisory board of a savings bank has about 15 members. The members besides the chairman are
representatives from local authorities (in most cases politicians from the local parliament who account for about
two thirds of the board members).

9The associations do not exactly match the 16 German states (i.e., there are only 12 associations). For
example, four of the former GDR states form a single association. The twelve state-level association are themselves
connected in the “Deutscher Sparkassen- und Giroverband” at the federal level.

10General meetings of the association are attended by the chairmen of the individual banks, the directors,
and one additional board member per bank. Among themselves, the attendees of the general meeting elect the
members of the board of the association (see, e.g., Rheinischer Sparkassen- und Giroverband| (2009))).

"The savings bank sector operates a three-layer liability scheme, where the regional guarantee funds constitute
the first layer. In the second layer, state-level association would have to step in one for the other, and in the third
layer there is a joint liability scheme with central savings banks (“Landesbanken”) and central building societies
(“Landesbausparkassen”).



An interesting feature of this institutional setup is that local politicians can avoid formal
distress cases by making use of taxpayers’ money to support a savings bank that gets into
distress. In this paper, we investigate how local politicians’ decisions on support measures
depend on political variables such as the time to the next election. To clearly illustrate the role
of local politicians in our set-up, we outline the sequencing of decisions in case of bank distress

below:

- The most common reason for distress events of saving banks is the default of one or more
big borrowers of the savings bank. In case of material losses that could induce a capital
shortfall below the regulatory minimum the savings bank has to inform the board of the

association.

- The board of the association meets with the bank’s management and its supervisory board
to obtain background information on the distress event. Afterwards, the board of the as-
sociation decides on the kind and the volume of support measures for the bank. Moreover,

it decides on a restructuring plan to be imposed on the bank.

- As the association wants to avoid that it has to step in again at a later point, all support
measures are conditional on the restructuring plan which has to be accepted by the bank’s
management and supervisory board. The plan may include an organizational restructur-
ing, a dismissal of the management and—in the worst case—a merger of the bank with
another bank in the association (so-called distressed merger). As it imposes severe restric-
tion on the bank’s operations, the plan is likely to limit the local politician’s influence on
the bank[™]

- At this point, local politicians (serving as chairmen of the supervisory board) can step
in and prevent the implementation of a tight restructuring plan. If the local parliament
agrees, they can use taxpayers’ money to save the bank in distress. In this case, the
distress event is resolved without involvement of the association, and the implementation

of a restructuring plan is not required[™]

- In a few cases (i.e., 4 of the 148 distress events in our sample), support measures are
jointly provided by the association and local authorities. These distress cases tend to be

organized by the association.

In summary, while savings banks in distress will always be bailed out, there are two different
ways in which the bailout can be organized. On the state level, the association operates a

safety net for these banks. The decision on support measures and restructuring plan is made

12F.g., in the case of a distressed merger, the politician is very likely to lose his position as a chairman.
13We will show in the subsequent section that bailouts organized by local politicians are indeed characterized
by considerably less restructuring compared with bailouts organized by the association.
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by the board of the association, which consists of politicians and bank executives from other
municipalities covered by the respective association. The board members have to rely on a
broad perspective when deciding on support measures. Due to the distance between their own
jurisdiction and the savings bank’s municipality they do not derive any benefits from controlling
the bank.

On the local level, the politicians who chair the supervisory board may step in by injecting
taxpayers’ money. Such interventions allow them to prevent the implementation of restructuring
activities by the association. This could be efficient, since local politicians, compared with the
board of the association, are much closer to the bank and thus have better information on the
underlying causes of the distress event. Moreover, they might know better what a restructuring
of the bank would mean for the local economy (which they govern in their function as city major
or county administrator). However, decisions by local politicians could be distorted by personal
considerations. Restructuring activities imposed by the association are likely to reduce the
pecuniary and the non-pecuniary benefits that local politicians can derive from their position as
a chairman. For example, their ability to influence the allocation of earnings—which gives them
access to funds that are not controlled by the local parliament—is likely to be constrained. Such
considerations might lead the politicians to intervene also in cases where tight restructuring (or

even a distressed merger) would actually be the more efficient option.

2.2 The German electoral system

Since supervisory boards of our sample banks are chaired by local politicians, we briefly sum-
marize the German political system. Germany is organized as a parliamentary democracy with
three layers of government: The federal republic, 16 states (“Bundesldander”), and 402 county
districts consisting of 295 rural counties that are headed by local administrators, and 107 urban

cities that are headed by mayors. Separate elections on each layer take place in regular intervals.

The focus of our paper is on the elections in rural counties and urban cities, for which the
laws are enacted at the state level. While the electoral cycle for county / city parliaments is five
years in almost all German states (with the exception of Bavaria and Bremen, that have a six
year and a four year cycle, respectively), there are some differences in the elections of local heads
of government. In many German states, mayors or district administrators are directly elected in
separate elections that take place on the same day as the election of the local parliament. Our
focus is on parliamentary elections at the county or city level. In most cases these election take

place on the same day as the election of the mayor / county administrator.
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3 Data and Descriptives

Our analysis covers the German banking sector over the period from 1995 to 2010. We combine
several confidential datasets from the Bundesbank’s supervisory and statistics departments to
compile a unique dataset that allows us to cleanly identify distress events of savings banks. In
the first part of this section we explain the construction of this distress event variable. In the
second part we describe bank-level and macroeconomic variables. The third part introduces
the political variables and explains the motivation behind them. The final part describes the

construction of outcome variables using contract-level lending information.

3.1 Distress events

We define distress events as cases where savings banks receive external support from the lo-
cal politician under decentralized decision-making and / or the association under centralized
decision-making, in response to a capital shortfall below the regulatory minimum (in the form
of capital injections and / or guarantees), or when it is taken over by another savings bank
in a distressed merger. Identifying distress events in the savings bank sector is cumbersome,
since some types of support measures cannot be identified from banks’ balance sheets (e.g.,
guarantees provided by third parties do not show up in the balance sheet). Furthermore many
savings banks have been involved in mergers without being in distress. We therefore combine
four sources from Deutsche Bundesbank’s supervisory data to cleanly identify distress events;
that is, the Bundesbank’s prudential data base for banking supervision (BAKIS), the monthly
balance sheet statistics (BISTA), the borrowers’ statistics, and the Bundesbank’s data base on
distress events (see Appendix for a detailed description of the four underlying datasets). Ad-
ditionally, we consult local media coverage on distress events obtained from the GENIOS data

base in order to verify our event dates.

First, we identify capital support measures by the local politicians by exploiting a peculiarity
in savings banks’ balance sheets. For historical reasons, the equity of these banks usually
consists solely of contingency funds (so called “Sicherheitsriicklage”). These funds were originally
provided by the owner of the bank in the year of foundation and then accumulated over the
years out of the bank’s retained earnings. However, if the savings bank—Dbesides its equity in
the contingency funds—also has subscribed capital unequal to zero, then this usually indicates
an undisclosed participation of the bank owner (so-called “stille Einlage”). We therefore define
an increase in subscribed capital subsequent to the bank’s losses as capital injections from the

local politician, who acts as chairman of the bank’s supervisory board E By using historical

We rule out increases in subscribed capital that can be explained by takeovers or restructuring of equity
positions. In some German states the savings bank law allows undisclosed participation not only from the owner
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data of subscribed capital from the monthly balance sheet data (BISTA) we are able to identify

the size of the capital injection as well as the particular month in which the event occurred.

Second, we code capital support measures by the savings bank association. Whenever one
of the associations provides support to a savings bank—most often in the form of guarantees—
this event is recorded in the so called “Sonderdatenkatalog 17 of the BAKIS database[l’] The
data source is, however, only available at annual frequency. To determine the month of these
events within a given year, we consult two further databases: First, we obtain data on capital
adequacy ratios from the monthly balance sheet database BISTAE and second, we identify
large write-offs from the borrowers’ loan statistics that is available on a quarterly basism We
are therefore able to verify our identified events from two distinct Bundesbank data sources.
In those cases in which we can only identify the respective quarter, we always assign the mid
month of the respective quarter as the event month. We cross-check our event dates with media
coverage on local distress events obtained from the GENIOS data base and find that the dates
are broadly consistent with the coverage in the local press. There are some cases where savings
banks received support from the association and the local politician within the same year (four

cases); we assign these events to the source that provided the larger amount of fundsm

Third, we obtain information on distressed mergers from the Bundesbank database on dis-
tress events@ A takeover of a distressed savings bank is organized by the savings bank associa-
tion which identifies another savings bank in close geographic proximity to acquire the bank in
distress. While capital injections as well as provisions of guarantees occur right after the bank
falls short of regulatory capital (the distress event), there is generally a time gap between the
actual distress event and the merger. In order to identify the actual date of the distress event we
once more rely on large write-offs from the borrowers’ loan statistics (as described above). For
the savings bank that had a distressed merger before 2002 (the year when the borrowers’ statis-

tics database was initiated) we consult local media coverage from the GENIOS data base where

of the bank, but also from the savings bank association. However, this is the rare exception and we rule out these
cases using the BAKIS database as described in the subsequent paragraph.

5Banks are legally bound to report this information to Bundesbank and BaFin. In contrast to pure balance
sheet information this dataset contains confidential supervisory information.

18T arge increases in the capital adequacy ratio in a certain month indicate that the savings bank received
capital support at this time. Capital adequacy ratios in the BISTA are available on a monthly basis until the end
of 2007, and on a quarterly basis from 2008 on.

"Large write-offs on loans in a given month indicate that the savings bank experienced a distress event at
this time. Loan portfolio write-off data is available from 2002 on in the borrowers’ statistics; therefore, it can be
used to double-check the information on the timing of bailout events, in particular by the banking association,
for roughly half of the time-period of our dataset. For the period before 2002 we have to rely on the evolution of
the capital adequacy ratio in order to identify the timing of the distress event within a year.

18 Al results also hold if we exclude these cases.

19 A5 the distress database is only available until 2006, we define distressed mergers in the years 2007-2010 as
passive mergers where the bank that was taken over experienced a severe distress event in the three years before
the merger (i.e., a moratorium, a capital support measure, or a capital ratio below the regulatory minimum).
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it is available. For the remaining cases we consult the responsible local supervisors responsible

for the respective saving bank to learn about the date of the distress event.

Overall, we identify 148 distress events of German savings banks during our sample period
from 1995 to 2010. Among these 148 distress event, more than one third was resolved by capital
injections from the local politician (55 cases). The remaining 93 events were dealt with by the
association. Out of these 93 cases, 44 banks experienced a distressed merger in the year following
the distress event (see Table [1} Panel A). On average, the capital support amounted to around
15% of the distressed bank’s total equity. The size of the support is roughly the same for the
banks bailed-out by the politician and those by the association. A definition of all variables is
provided in Table in the Appendix. The distress events are relatively evenly distributed over

the sample period, with multiple events in each year, as illustrated in Figure

3.2 Bank and macroeconomic variables

We use bank and macroeconomic control variables to account for potential differences between
banks that were bailed out by the local politician and banks for which the distress event was
resolved by the association. Annual bank balance sheet data for all German savings banks
is based on the unconsolidated balance sheet and income statement reports provided by the
BAKIS databaseﬂ Table 1, Panel B, provides sample statistics for balance sheet items used
in the empirical analysis. We compare the values of banks that had a distress event during our
sample period with those of the average savings bank (633 in total). Banks that received capital
injections from the local politician are larger than average, both in terms of total assets as well
as in terms of total assets divided by county-level GDP, while banks that were supported by
the association are of similar size as the average bank@ Further, the bank’s regional market
share (proxied by the share of branches within the county) is slightly higher than the sample
mean for banks that received support from the politician and significantly lower than average for
banks that received support from the association. Overall, these descriptive statistics suggest
that banks that are relatively important (as measured by size) tend to be bailed out by the

politician.

Not surprisingly, the ratio of total equity to total assets is lower for banks that experienced
either type of support measure. Moreover, these banks also have a lower ROA and a higher ratio
of non-performing loans to customer loans on average. In contrast, the deposit ratio (savings
deposits, term deposits, and time deposits to total assets) is significantly lower for banks that

received support from the politician. The table further reports statistics on the amount of loans

2OWe apply a very thorough merger treatment to the dataset: After the merger of two banks we artificially
create a third bank (for the time after the merger) in the dataset. Note that the merger treatment causes the
total number of banks in the dataset to exceed the maximum number of banks in a given time period.

21 A definition of all variables is provided in Table in the Appendix.

13



granted by the bank to its owner divided by county-level GDP, which is slightly higher for banks
that obtain support measures from the politician as compared to those banks that are supported

by the association.

We define an additional variable that we use in the empirical analysis for the 148 distress
cases. The dummy variable Bank Chairman in Ass. Board indicates whether the distressed
bank’s chairman is also a member of the board of the association2] As the board of the
association makes the decision on potential support measures by the association, the bank’s
chairman might be able to influence this decision if he is a member of this board. Overall, the

politician is also member of the association board in 20% of the savings banks considered.

Our regional variables are gathered from various data sources. We obtain information on
county level GDP per capita, its growth rate as well as the ratio of government debt to GDP on
the county / city level from the 16 German State Statistical Offices. Descriptive statistics for
these variables are provided in Panel C of Table 1. On average, banks experiencing a bailout
by the politician are located in a municipality with lower GDP growth in comparison to the
municipalities of banks that are bailed out by the association. Furthermore, municipalities
where politicians conduct bailouts have a higher GDP per capita and are less indebted than the

average municipality.

Focusing on the 148 distress events, we provide direct descriptive statistics for changes in
restructuring-related variables of affected banks in Table 2] Specifically, we examine the growth
rates in customer loans, employees, personal expenditures and the number of branches of the
bank around the bailout events. This allows us to get an idea whether local politicians tend to
inject funds in specific type of banks. The first section of the table shows the average annual
growth rate in the years preceding the distress event for the respective type of bailout. For
example, banks that received support from the association during our sample period had an
average customer loan growth rate of 6.3% in the years between the beginning of our sample
period in 1995 and the year of the distress event. Similarly, column (2) shows that the average
growth rate was 5.8% for those banks that received capital injections from the politician and
column (3) shows that the difference between the two groups of banks is not significant. In the
post bailout years, the average growth rate is significantly lower than the pre-event average for
both types of events. However, the decline in the average growth rate is more than twice as
large if the distress is resolved by the association, and column (3) shows that customer loan
growth after the bailout is significantly higher if the bank is saved by the politician. In line
with the implementation of a tight restructuring plan, also the development of the number of
employees, and—to a lesser extent—personal expenditures and the number of branches indicates

more restructuring activities for bailouts that are organized by the association.

22Information on the composition of the boards of the association at each point in time is hand-collected from
the respective annual reports of the associations. We carefully match association board members with chairmen
of the individual banks by comparing both the name of the chairman as well as the county/city he is from.
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3.3 Political variables

We analyze whether political considerations affect the way in which distress events are resolved.
On the one hand, it is possible that voters perceive an intervention by local politicians as a
suboptimal usage of taxpayers’ money. The savings bank organization has an extensive safety net
in place, so that convincing voters of the economic necessity of using local funds to save the bank
appears rather difficult. Following this argumentation, interventions by local politicians would
decrease their chances to be re-elected. On the other hand, voters could be in favor of having an
independent savings bank within the municipality. This would imply that interventions by local

politicians are popular among voters and hence increase the politician’s chances of re-election.

Irrespective of voters’ preferences, such political considerations should not affect the decision
making process. Decisions on bank bailouts should be based on economic considerations such
as the bank’s future viability or implications for the overall economy, and not on personal
considerations of the involved politicians. As long as the occurrence of distress events themselves
is independent of political considerations, also the way in which the distress events are resolved
should be independent of such considerations. Hence, any influence of political considerations on

the likelihood of interventions by politicians can be seen as a sign of distorted decision making.

To analyze whether political considerations matter we identify situations in which they should
be more important. Several papers have documented that voters tend to forgive events that
occurred early on in the electoral cycle (e.g., Rogoft and Sibert| (1988)). In other words, if an
election is imminent, interventions by politicians are much more likely to affect their probability
of re-election. Thus, the timing of the occurrence of a bank distress event in the electoral cycle

could affect the decision of a politician in case she / he cares about re-election.

For the empirical analysis, we hand-collect information on the identity and the position of
distressed savings banks’ chairmen from the banks’ annual reports as published in the Bunde-
sanzeigerﬁ We use various Internet sources in order to determine the party membership of
these chairmen. Results and dates of elections on the county / city level are obtained from the
16 German State Statistical Offices. We carefully match counties and cities with owners of our
sample banks@ In this way, we are able to obtain information on the elections in all cities or

counties that own one of our sample banks.

We define Electoral Cycle Dummies as follows: The dummy variable D(0-12 months after)
takes a value of one during the 12 months after the local election and zero otherwise. The

dummy variables D(12-24 months after) takes a value of one for the time from the 12" to

ZThis information is available online from 2006 onwards (www.bundesanzeiger.de). For earlier observations,
we consulted microfiche versions of the Bundesanzeiger provided by the university and regional library in Bonn.

24In cases where several city or counties jointly own a savings bank there is generally one dominant county or
city that owns the largest share of the bank. We account for this by matching the respective bank to the county
or city in which its headquarters are located.
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the 24" month following the local election and zero otherwise. The dummy variables D(24-36
months after) and D(36-48 months after) are defined accordingly and D(36-48 months after) is
equivalent to D(12-24 months before) as the length of the electoral cycle is usually five years.
The 12 months preceding an election is denoted by D(0-12 months before) , which serves as the
benchmark category against which the other time periods are evaluated in Section

A second proxy for political constraints is the degree of political competition in the respective
city / county. If competition between different parties within the county/city is tight, a decrease
in the probability of re-election is more material since a small swing can in fact reverse the
election outcome. We thus define the variable Competitive County as follows: First, we calculate
the vote share margin between the first and the second party within the county / city from the
respective state electionﬁ Second, we then define a dummy that is equal to one if the vote
share margin is smaller than the median and zero otherwise. The intuition behind this dummy
is the following: The smaller the vote share margin between the first and the second party, the
more intense the political competition and the more effective the disciplining role voters can

exert on politicians.

A politician’s bailout decisions might be influenced by his / her ideology. To proxy for a
politician’s ideology we define the dummy variable Cons. Bank Chairman: The variable is equal
to one if the chairman of the bank is a member of the German conservative party (“CDU/CSU”).
A fundamental conservative principle is limited government intervention in markets. If politi-
cians act according to this principle, we would expect less capital injections from the politician
if the chairman of the bank is a CDU/CSU member.

3.4 Loan variables

The German credit register at Deutsche Bundesbank provides detailed contract-level information
between all German firms and the banks extending credit to themP’} We collect the location
information for all those firms and map it to the municipalities they belong to. The municipality
is the finest possible administration level in Germany, which can be identified by an eight digit
official municipality numerical key, i.e. Amtlicher Gemeindeschliissel, or AGS. The first five-digit
of this numerical key denotes the county or the county-level city while the last three-digit denotes
the municipalities within a county. There are more than 8,000 municipalities in Germany,

identified by the same number of different eight-digit AGS keys. Essentially our analysis is

25The length of the electoral cycle is different for the states of Bremen (4 years) and Bavaria (6 years, see
Section . For distress cases that occur in Bremen, D(36-48 months) is always set equal to 0. For distress cases
that occur in Bavaria, D(36-48 months) is set equal to 1 in the first and in the second year following an election.

26 We use county/city level state election results as a proxy for political competitiveness as these elections are
relatively similar across states so that results from different states can easily be compared to one another.

27A lending relationship is reported as long as the total outstanding loans between the borrower and lender in
a given quarter exceed €1.5 million
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carried out at a geographical level as granular as zip code. For each loan contract we identify
the originating municipality, which allows us to generate municipality-level measures for the
local banking sector by aggregation. Importantly, the government-owned banks are organized
at the county or county-level city level, but their exact coverage can be further pinned down to
the municipality level. Sometimes only part of the county is covered by the business of those
banks. We hand-collect information on the exact coverage of the distressed state-owned banks
to identify the municipalities that are shocked by the distressed events and the following bank
bailouts. Merged with the municipality-level measures constructed from credit registry, we put
together a dataset to analyze the consequences of bailouts on the local banking and real sector.

The outcome variables and the results are described in detail in Section [l

4 Political determinants of bank bailouts

In this section, we model politicians’ decision to bail out a bank conditional on a distress event.
To do so, we investigate in how far political variables such as the electoral cycle, the vote share
margin or a politician’s ideology affect whether a local politicians use tax payers money to
organize a bail out. If this decision is driven by the better information set local politicians have

available, we would not expect a correlation between political factors and politicians’ action.

4.1 The impact of the electoral cycle on the bailout decision by politicians

Figure 3| displays the distribution of all 148 distress events over the electoral cycle and Figure
displays the frequency distribution of political bailouts over the electoral cycle (see also Table 1).
While we do not observe a clear relationship between bank distress events and the electoral cycle
in Germany, the relative frequencies of capital injections by politicians display a clear pattern
over the electoral cycle: In the 12 months before the election, the share of political bailouts in
all distress events is considerably lower (15.4 %) than in the 12 months following the election
(50.0 %). Only one out of 55 cases of capital support by the politician occurs in the six months
directly preceding an election. This suggests that politicians are reluctant to use taxpayers’
money in order to support a savings bank in distress right before an election. The percentage of
capital injections from the politician in total distress events is shown in Figure Again, there
is a clear indication that the probability of injecting money into a distressed bank is considerably

lower in the year preceding the local election.

To test this pattern more formally, we use a linear probability model in order to assess
the relative likelihood of the two possible outcomes: bailouts by the politician and support

measures by association. We use all 148 bank distress cases in our sample to estimate the
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following equation@
BLP;; = ay + ElectoralCycley, 8 + POLyv + Cly_16 + Bjy_1v + €t (1)

where ¢ denotes the individual bank, k the county or city of the bank, and ¢ the year in which
the distress event occurred. The dependent variable is a dummy called BLP;; and takes the
value of one if the bank distress is resolved by the politician and the value of zero if the distress
is resolved by the association@ The primary variables of interest are the dummies for years
within the electoral cycle, denoted by ElectoralCycle),. In the benchmark case, we include four
dummies indicating all the non pre-election period. The other political variables include the
political competition within the county and the ideology of the politician. They are summarized
in the vector POLy;. Bank level control variables are denoted by the vector B;;—1 and include
the bank’s relative size to county / city GDP, the capital ratio, the return on assets, the non-
performing loans ratio, the market share, and the deposit ratio. They are lagged by one year
in order to obtain pre-event values. Regional control variables are also lagged by one year and
include the level and the growth rate of county-level GDP per capita. They are summarized in
the vector Cy;_1. The specification further includes time fixed effects and a random error term
€it. Since the cycles of the local elections are to a large extent synchronized, year fixed effects
would absorb the Electoral Cycle;;. Therefore, we define time fixed effects which take the value

of 1 during one of the entire cycles (5 year intervals) and 0 otherwise.

Table|3|presents estimation results for Equation . We start with a benchmark specification
without any political variables and bank/macro controls in columns (1) and (2). The coefficients
on the four dummies indicating all the non pre-election years turn out to be positive and highly
significant. This is robust to adding in time fixed effects in column (2). When we include bank
and macro control variables, as shown in columns (3) and (4), the pattern is hardly affected.
These findings confirm our descriptive analysis. The electoral cycle seems to have a strong
influence on the type of the bailout for a savings bank in distress. In the twelve months before
an election, the probability that a politician resolves a distressed bank is 23.0% to 39.0% lower
as compared to the other years in the electoral cycle (column (4)). This finding is remarkable
as it suggests that decisions on bank bailouts by local politicians are distorted by personal

considerations about their probability to be re-elected.

The regression results in columns (3) and (4) also indicate that larger banks or banks with a
higher deposit ratio are less likely to receive capital injections from the politician. The opposite
is true for banks with a higher local market share. One could argue that these banks are more

important for regional development within the county and therefore the local politician has a

28Using a nonlinear logit model gives results that are very similar to the results from our linear specification
(see Table .

29Cases in which both the association and the owner/politician inject money into the bank are classified as the
category that contributed the larger amount of capital. See Section @ for details.
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greater interest in keeping control of the bank and wants to avoid a painful restructuring plan or
even a distressed merger. Finally, the regression shows that counties or cities with higher GDP
per capita growth are less likely to use taxpayers’ money in order to bail out a savings bank in

distress.

Furthermore, there is evidence that other political variables also matter when we run a horse-
race of all political variables in columns (5) and (6). Capital injections from the politician are
less likely if the bank chairman is a member of the conservative party, which is in line with the
conservative ideology of limited state interventions. The results are robust to the inclusion of
time FE. Further, columns (5) and (6) show that politicians are less likely to support a distressed
bank if political competition within the county or city of the bank is relatively high. This is in line
with the personal interest explanation: Voters exert more discipline if the political competition
is more intense. Although a politician might want to prevent restructuring of a distressed bank
in order to keep it under her control, she cannot do so if this will be perceived as a waste of
taxpayers’ money and hence be punished in the next election. The more intense the political

competition, the more severe the threat of punishment.

Instead of including separate dummies for all the periods around an election, we also run
regressions using one dummy variable indicating whether the distress event is 0-12 months
before the election or notlﬂ The results are displayed in Table The negative coefficient on
D(0 — 12 months before) reconfirms that the electoral cycle has a strong effect on the type of
the bailout for a distressed savings bank. The probability of capital injection from the politician

is around 30% less likely if the distress event takes place 0 to 12 months before the election.

4.2 Political factors affecting the bail-out decision of the association board

We have shown that political factors tend to play an important role in determining the bail-out
decision of local politicians. We next examine whether we can also find a similar pattern for
political factors that are likely to affect the decision making of the association board. In Table[d]
columns (1) and (2), we include a proxy for personal connections between the association board
and the board of the respective bank in distress, (Bank Chairman in Ass. Board). This variable
is equal to one if the chairman of the bank is also a member in the board of the association.
This board decides on support measures provided by the association and it is possible that
the politician tries to use her/his influence to obtain support without further restructuring. If
this would be the case, we would expect that politicians are less likely to use taxpayers’ money
to resolve distressed banks. In a way, this variable tests whether the decision process at the

association is rather transparent and follows pre-determined rules, or whether it is prone to

30This is our preferred setting in Section First, the coefficients on the four dummies do not exhibit significant
differences. Secondly, using a single instrument means our specification is just identified, avoiding any potential
concerns over 2SLS bias of over-identification in the case of weak-identification.
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favoritism. The dummy is insignificant, which illustrates once again the rather transparent
decision process of the savings bank associations. If the association was prone to favoritism we

would have expected a significantly negative coefficient for this dummy.

Next, we test whether the ideology of the association board members has any effect on who is
resolving the distress event of a bank. To do so, we include the variable Cons. Ass. Board that
takes the value of one if the majority of the association board members is associated with the
conservative party and zero otherwise (columns (3) and (4)). There is no statistical relationship
between the ideology of the association members and the type of the bail-out decision. Finally, we
test whether the same party affiliation of the local politician and the association board members
impacts the type of bail-out. In columns (5) and (6), we add a dummy Same Party that takes
the value of one if the local politician and the majority of the association board members are
from the same party and zero otherwise. Again, this variable is statistically insignificant. These
results strongly suggest that political factors related to the board members of the association

tends to have no impact on the bail-out decision of local saving banks.

5 Consequences of political bailouts

Previous results illustrate that decentralized bail-out decisions are highly correlated with political
factors, especially the occurrence of the distress event during the electorial cycle. To differentiate
whether the action taken by local politicians is associated with preventing inefficient liquidation
of a bank or rather inefficient continuation of a bank, we now evaluate the consequences of
these bail-out decisions. More specifically we compare the future performance as well as the
allocation of credit by the banks experiencing a BLA relative to a BLP. Finally, we also focus
on differences in the future macroeconomic development of the regions covered by BLP and
BLA banks.

5.1 Empirical strategy

Comparing the future development of the affected banks’ actions following a BLP or BLA could
be prone to selection concerns. Such concerns could arise if the decision by local politicians to
intervene is correlated with factors that also affect the future performance of the bank or munic-
ipality. We, therefore, use the timing of the distress event in the electoral cycle as an instrument
for the intervention by local politicians (see e.g. [Levitt| (1997) for a similar identification strat-

egy). We start estimating the following first stage regression:

BLP; = oy + B8D(0 — 12 month before)x + POLyv1 + Cry_yy1 + X101 + €1i (2)
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In Equation 2] the dependent variable BLP;; is a binary one which takes the value of one if
the bank distress is resolved by the politician and zero otherwise. Subscript ¢ stands for the unit
of observation, which is at the municipality level in our main speciﬁcation@ The corresponding
county or city where i belongs to is denoted by k. The instrumental variable from utilizing the
electoral cycle is D(0 — 12 month be fore)x, which equals to one if the bank distress event takes
place 0-12 months before the local election and zero otherwise. The vector of other political
variables is denoted by PO Ly, including the political competition within the county and the
ideology of the politician. Vector Cj;_1 summarizes the regional macro control variables, which
are lagged by a year. The control at the observation unit level is denoted by X;;_1. Time fixed

effects are indicated by .

To estimate the effect of a bail-out decision by local politicians on subsequent performance

of banks and municipalities, we estimate the following second stage regression:

AYE*! = oy + OBLPy + POL}vy + Chy 172 + Xl 162 + €241 (3)

where B/L\P,t is the predicted value of a bail-out by the local politician obtained from Equa-
tion 2l The dependent variable is the change of the outcome variable in the post-bailout years
(in the baseline specification, we take the average value from year 7' =1 to 7' = 5) from pre-
bailout value. In robustness checks, we also use an eight year post-event window instead of
a five year one to construct our outcome variables. If indeed our instrument is a valid one,
the coefficient of interest, 8, captures the causal effect of the politician’s bailout decisions on
the outcome variables. Two stage least squares are used to estimate the equations. Since the
bailout decisions are reached at the county or city level (denoted by k), we cluster the standard
error at the same level. In the Appendix, we also use an alternative estimation approach which
instruments the BLP dummy with the predicted probability of BLP obtained from a probit
model, as suggested by Wooldridge (2010).

5.1.1 Relevance

We illustrate the relevance of our instrument in Table [3|and Table where we observe that the
decisions on bank bailouts by local politicians are strongly affected by the electoral cycle. We
also show F-stat for the excluded instruments in the following tables of regression results, further
justifying the relevance of the instrument. However, for this instrument to be valid, it must also
be exogenous and satisfy the exclusion restriction condition, which means the instrument should

not affect the outcome variables through any channel other than the bailout decisions. In the

31Tn later sections where we examine firm-level outcome of bank bailout events, the observation unit is at firm
level.
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following contents, we present further empirical evidence to verify the validity of the electoral

cycle instrument.

5.1.2 Exclusion Restriction

To argue that the exclusion restriction is likely to hold, we take the following steps.

A. The electoral cycle and the timing of distress events. One important assumption
for our identification strategy is that the occurrence of distress events per se does not depend
on the electoral cycle. Or equivalently, bank distress is triggered by events that are irrelevant
to electoral cycle. Figure |3| displays the distribution of all 148 distress events over the electoral
cycle. We do not observe a clear relationship between bank distress events and the electoral cycle
in Germany. This is in contrast to findings for emerging economies (Brown and Ding| (2005)),
which might be explained by a strong supervision of the banking sector, requiring the disclosure
of monthly capital adequacy ratios. In such a supervisory environment bankers are not likely to

have the opportunity to delay distress events.

We formally test whether the electoral cycle influences the timing of bank distress events by
using a hazard model. Potentially, if banks know about differences in politicians’ willingness
to bail them out, they might have an incentive to delay distress events. We define the period
from the beginning of our sample in 1995 until a distress event as the time until distress for
each bank. Thus, the hazard rate, h(t), is the probability that a bank distress occurs at time
t, given that no distress occurred until then. Following Brown and Dinc| (2005) and |[Liu and
Ngol| (2014), we test whether distress events depend on the electoral cycle, using an exponential
hazard model{*Z

hi(t) = exp(ow + B - Xit—1 + B1 - Electoral Cycle;t) (4)

where X;;_1 denotes a vector of covariates for bank 7 at time or duration ¢. The vector
FElectoral Cycle;; includes our dummies for the electoral cycle that are equal to 1 if the bank’s
accounting year t falls into the respective period in the electoral cycle. The regression also

includes time fixed effects.

The regressions include all bank-year observations for savings banks that had a distress event
throughout our sample period. Table presents our findings for the relationship between
distress events and the electoral cycle. In column (1) we include only the Electoral Cycle;
dummies. None of the dummies are significant. Thus, there is no relationship between the
timing of distress events of state-owned banks and the electoral cycle in Germany. Note that

this result is robust to including time fixed effects. Furthermore, this observation is unchanged

32Results are very similar when we use a Cox proportional hazard model instead of the exponential hazard
model.
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if we add control variables in columns (3) and (4). The control variables indicate that distress
is less likely when banks are large (measured by market share), profitable, and well-capitalized.
Results remain unchanged when we further include two political variables in columns (5) and (6):
There is no statistical relationship between the electoral cycle and distress events, suggesting that
politicians are not able to endogenously affect the timing of distress events. Otherwise we would
expect them to delay the occurrence of the distress event until after the election (see Brown and
Dinc (2005)), Liu and Ngo| (2014))). Table |11 reconfirms this finding by simply using one dummy
indicating whether the distress happens right before the election or not. In all specifications,
the coefficient on this dummy turns out to be insignificant. Therefore the evidence is robust

that politicians in Germany cannot delay bank distress events and the necessary bailouts.

B. Covariates balance: bank characteristics, size of the bailout. If our instrument
is indeed exogenous, one should expect balance on pre-shock covariates. We examine whether
there is a significant difference in the type of banks that experience distress events around the
electoral cycle (all bank characteristics applied in this analysis are from year prior to the distress
event values). To do so, we regress the electoral cycle on different bank characteristics in the
year before the distress event. We use all 148 distress banks in our sample. Results are shown
in Panel A of Table Banks that experience distress events before the election seem to not
differ systematically in terms of size as compared to banks that experience distress events after
the election (columns (1) and (2)). The same is also true with respect to the fraction the bank’s
customer loans to its total assets (columns (3)-(4)), profitability (measured by ROA, see columns
(5) and (6)), capital ratio (measured by equity to asset ratio, see columns (7) and (8)). Turning
to non-performing loans ratio (columns (9) and (10)), we also do not detect any significant

differences.

We then investigate whether the size of the bailout, or the severity of the bank distress, is
correlated with the timing of the distress event in the electoral cycle. Using capital support over
equity as the dependent variable, there seems to be no such correlation, as shown in columns
(11) and (12) of Panel A, Table The coefficient D(0 — 12 months before) is positively
insignificant, suggesting that the severity of the distress, therefore the size of the bailout, is

comparable for those occurred before the election and those after.

C. Macro business cycles and the electoral cycle. Another potential concern could be
that local politicians can influence regional economic conditions so that the outcome favors
their probability of becoming re-elected. If this would be true, regional economic conditions
would be correlated with the electoral cycle and this in turn may result in different kind of
banks experiencing distress events at different points in time over the electoral cycle. Moreover,

if local politicians’ other behavior (besides the bailout decisions) is distorted by re-election
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considerations, some of the outcome variables we are interested in may be affected through

channels other than bailout decisions, violating the exclusion restriction.

We argue that the above conjecture is unlikely to be true. First of all, [Drazen| (2000)
summarizes that there is no evidence of changes in economic activity before elections in the US
or in any other OECD country. To further alleviate the concern, we directly test whether the
regional business cycle is correlated with the regional electoral cycle for all German counties.
In Panel B of Table we show that there is no relationship between the regional electoral
cycle and regional GDP per capita growth (columns (1) to (3)) as well as regional public debt
to GDP ratio (columns (4) to (6)). The aggregate loan amount (columns (7) to (9)), especially
the amount extended by state banks (columns (10) to (12)), do not seem to be correlated with
the regional electoral cycle. The evidence here also confirms the balance of covariates for macro

variables.

D. Long-run effect. |Julio and Yook (2012) and [Julio and Yook| (2016) document lower
corporate investment in the election year exploiting national elections across countries. Using
U.S. gubernational elections, Jens| (2017) provide similar evidence. Those papers focus how
firm’s behavior change within an electoral cycle. We explore the long run implications on local
economic performance after political bailout. Importantly, our dependent variable at the locality
level is the change in the outcome variables we are investigating at. We take a multi-year window
to calculate the average value of the outcome variable so that any politician-induced cyclicality
is likely to be absorbed already in this measure. For example, in our baseline specification we
take a five-year post bailout window to calculate the mean change in the outcome variable. As
the regular length of an electoral cycle is also five years, any within cycle pattern is unlikely to

drive our findings.

Having presented the instrumental approach, our next objective is to evaluate the post-
bailout performance of the affected banks and the respective local areas in various dimensions.
The analysis below is divided into two parts: Section directly compares the long-run health
of the distressed banks under a decentralized v.s. a centralized bailout. Section investigates
lending practices of affected banks under the two types of bailouts. We try to uncover the
potential distortion in capital allocation caused by decentralized decision-making. We further
presents the analysis in a wider perspective by shifting the focus to regional macroeconomic

developments of the affected areas.

5.2 Future performance of affected banks

We have already documented in Table [2| that there is more restructuring of banks that are

bailed out by the association as compared to local politicians. To differentiate whether the
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action of the local politicians can be associated with preventing an inefficient downsizing of the
bank or an inefficient continuation of the bank, we compare the long-run future performance
of the respective banks. The subsequent analysis relies on bank balance sheet data. However,
merged banks no longer have accounting information, which not only introduces a potential
selection bias, as discussed in the following paragraph, but also severely reduces the sample
size. Therefore, we show descriptive estimates in this section, without implementation of the
IV strategy in Section With detailed contract level information for loans initiated by the
affected banks, the German credit register provides us a practical solution for later IV estimates

on lending practices and regional development.

Following the distress event, we do not have accounting information for banks that expe-
rienced a distressed merger. The association is likely to organize distressed mergers for the
“worst” distress cases. Hence, comparing the remaining association bailouts to the average po-
litical bailout might suffer from a bias. To circumvent this issue, we restrict the sample to those
savings banks that do not have a potential merger partner. In particular, these are all savings
banks that do not have another savings bank in close geographic proximity that has at least 1.5
times the size of the bank in distress (in terms of total assets) as well as a capital ratio and an
ROA higher than the median in our sample@ In this way, we obtain a subsample of 79 distress
cases for which we are able to obtain changes in the variables. By restricting our focus on this
subsample, we ensure that the comparison between association and political bailouts is a fair

one.

Descriptive statistics are shown in Table |5l For each bank, we calculate the average five-year
(or eight-year) change as compared with the initial value for several key variables. We then
average these changes across banks that received support from either the association or the
politician and compare the values for these two groups of banks. The following fact emerges:
Irrespective of the chosen horizon, banks that obtained support from the association improved
their performance considerably more in the long run as compared to banks that received support
from the politician. Only banks that receive support from the association are able to considerably
reduce their non-performing loans ratio and ratio of loan loss provisions to customer loans
(columns (1) and (2)). The difference between BLA and BLP banks is highly significant with
economically large magnitude: on average banks receiving support measures from the association
reduce their non-performing loans by around 2.9 percentage points more compared with banks
receiving political bailout. Further the return on assets (return on equity) for the banks bailed-
out by the association increases by about 0.3 percentage points (7.0 percentage points) more

on average as compared to banks that obtained support from the politician (columns (3) and

33We define a savings bank to be in “close geographic proximity” of a bank in distress if it is located in a county
neighboring the one of the distressed bank. Further, we altered the criteria for a potential merger partner and
found that our results do not depend on the exact definition (in particular, we tried different size cutoffs (same
size, two times the size) and omitted the capital ratio and ROA criteria in alternative specifications).
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(4)). Finally, the capital ratio rises significantly more for banks whose distress case was resolved
by the association, as shown in column (5) and (6). For Tier I plus Tier II capital ratio, BLA
corresponds to more than 1 percentage points higher increase compared to BLP. Overall the
general picture emerging from Table [5] is that the local politicians tend to hurt the long-term
health of the affected banks by providing capital injections.

5.3 Lending practices of affected banks

Previous results show that a local bailout leads to relatively poorer future performance of the
affected bank. Importantly, local politicians may not be primarily concerned with the perfor-
mance of the financial institutions, but care in a first instance about the loan allocation of the
bailed-out banks. Therefore, in order to evaluate the impact of a decentralized bailout, we
examine differences in the lending practices by banks subsequent to a BLP as compared to a
BLA.

To do so, we start by comparing the loan supply and changes in lending relationships by
the affected banks. Second, we focus on the efficiency of credit allocation in either institute
and examine patterns in connected lending for the bailed-out banks. In the end, we explore the

macroeconomic development in the affected areas.

A. General patterns in credit allocation. We first study the share of aggregate lending
by the affected banks. Figure |5| displays the changes in share of loans extended by distressed
banks, in the years around the bailouts. Bailout decisions by local politicians (association)
seems to be associated with a higher share of loans initiated by state — owned (private) banks,
but only in the post-bailout years. One rationale behind such finding is that capital injections
by the politicians keep the distressed banks in operation while resolutions from the associations
may result in branch mergers and closures. Figure [6]shows the trends in loans by state banks to
GDP ratio for areas with political and association bailouts. There is no difference in this ratio
before the bailout event, but after the bailout we observe more (fewer) loans granted by state
banks under BLP (BLA).

We present statistical evidence on the structure of the local banking sector by using two
stage least squares regressions in Table[6] Note that the regression analysis is carried out at the
finest possible administration level, municipalities. We have one observation per municipality
and have more than 1,000 observations. Results from OLS and two stage least squares are
displayed in columns (1) and (2) in Panel A. Following a bailout by the local politician, the
market share of state banks goes up significantly. The magnitude is considerable: BLP results
in the state loan share being 4.85 percentage points higher than that in the case of BLA. Note
that Figure [5] suggests that the gap in state loan share between BLP and BLA areas widens by
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around 5 percentage points, which is comparable to the coefficient in column (1). In column (2)
we instrument BLP with the timing of the distress event in the electoral cycle and that yields
a coefficient of 6.88 on BLP, significant at 1% level. Therefore, the coefficient obtained using
IV (6.88 percentage points) is greater than that from OLS (4.85 percentage points), indicating
that the selection bias is most likely against finding any significant results. The F-stat for the
excluded instrument is above the rule-of-thumb (see [Stock, Wright, and Yogo| (2002)) critical
value of 10, which corroborates the relevance of political variables in explaining the type of
bailouts. Accordingly, the share of loans supported by private banks falls significantly in BLP
as compared to BLA, as shown in columns (3) and (4). The IV specification again gives a
larger and more significant coefficient on BLP than the OLS specification. The small difference
between the coefficients in columns (1) and (3) (or columns (2) and (4)) is due to the third group
of banks, the cooperatives. The change in the share of those cooperative banks does not seem
to depend on the particular type of bailout, as proved by the insignificant coefficient on BLP in
columns (5) and (6). Interestingly, despite the divergence in ownership structure of loan supply
following the two types of bailouts, the growth of total loans in affected areas does not seem to
differ, as presented in columns (7) and (8). This finding suggests that in BLA areas, the private
banks are likely to pick up the market that were previously serviced by the state-owned banks.
In Panel B, the results barely change when we extend investigation window to eight years after
the bailout.

Given that BLA banks seem to go through restructuring, we examine whether these banks
tend to change their lending patterns following the bailout event. To do so, we focus on the
initiation of new lending relationships by those banks and termination of existing relationships
in Table [/l Without much restructuring efforts of their business, the banks bailed-out by local
politicians may just stick to the status-quo, i.e., keep lending to the same set of borrowers.
By exploiting the extensive contract level data from the German credit register, we are able to
identify all the newly initiated and terminated lending relationships. Consistent with our con-
jecture, banks bailed-out by the local politicians tend to initiate fewer new lending relationships
(columns (1) and (2)), and rather continue with previous relationships (columns (3) and (4)).
This finding suggests that in cases where the local politicians intervene, there is less disruptions

to the troublesome business that may have already led the respective banks into distress.

To summarize, we find significant differences in market share and borrower composition in
the regions that experienced a centralized as compared to a decentralized bail-out. In the next

step, we investigate the allocative efficiency of bank credit under these two scenarios.

B. Credit allocation and productivity. Results from Table [6] illustrates different lending
patterns by banks following a BLP as compared to a BLA. BLA banks tend to lend more to

new borrowers and terminate more existing relationships. Is this change in lending practices
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characterized by a move towards more efficient capital allocation by banks that are bailed-out by
the association? To test for this, we follow the methodology by |(Cong and Ponticelli (2017) who
presents a theoretical model in the spirit of Hsieh and Klenow| (2009)) and Song, Storesletten,
and Zilibotti (2011) motivating similar tests.

To be more specific, we conduct firm-level analysis since the productivity measurdﬂ is cal-
culated at firm-level. We further interact this measure with the bailout type dummy to tease
out the differential effects of productivity on credit allocation in BLP and BLA areas. If indeed
the allocative efficiency is comparatively deteriorated following a BLP, we shall observe less
credit being reallocated from firms of low capital productivity to high capital productivity, im-
plying a negative coefficient on the interaction of BLP and L1.logM PK. To mitigate concerns
on selection, we exploit the previous instrumental approach and again use 2SLS for estima-
tion. The instrument for the interaction term BLPXL1.logM PK is the interaction between
D (0 — 12 months before) and L1.logM PK. The results are presented in Table

In column (1) of Table|8 we show OLS results with the outcome variable being newly granted
loans to the firm from affected state-owned banks, scaled by total loans from them in the pre-
vious period, i.e, growth in loans from affected banks. We find that irrespective of politician or
association bailout, a lower initial productivity corresponds to fewer new loans, since the coeffi-
cient on L1.logM PK is positive. This finding is consistent with the theoretical prediction that
firms with higher marginal product of capital should be provided with more credit. The same
pattern remains when we use the IV specification and add in control variables, see columns (2)
to (4). More importantly, the coefficient of the interaction term BLP x Ll.logM PK is nega-
tively significant at 5% level in the IV estimations, see column (4), indicating the stark difference
between bailouts by politicians and associations. Credit allocation is significantly more respon-
sive to logM PK in BLA areas compared to BLP areasﬁ The immediate message is that in
areas with political bailout, the state banks do less reallocation of resources (credit) from low
productivity firms to high productivity firms. The magnitude is economically large: firms with
one standard deviation larger marginal product of capital would experience a 6.8% lower growth
rate in loans from affected banks under BLP than under BLA. Columns (5) to (8) examine
the same issue from a different perspective with the outcome variable being share of loans from
affected banks. If affected banks indeed assign more (fewer) loans to less (more) productive
firms in BLP areas, we should find those less (more) productive firms accumulate more (fewer)

loans from affected banks than their counter-parties in BLA areas. The negatively significant

34The calculation of productivity, denoted as logM PK (log of marginal product of capital) in the paper, follows
Cong and Ponticelli| (2017). logM PK is the natural log of sales divided by book value of fixed assets. Note that
this is only a rough estimation of productivity. The underlying assumptions are: marginal product of capital
equals to average product of capital; labor share and mark-ups are the same within a given industry-year.

35Tf we add up the coefficients on the interaction term and L1.logM PK, we obtain how the allocation of new
loans reacts to marginal product of capital in areas with a political bailout, while the coefficient on L1.logM PK
by itself indicates how the new loans reacts in areas with an association bailout event.
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coefficient on the interaction term in columns (5) to (8) is consistent with our prediction. In
columns (9) to (12) we turn to the total new loans received by firms and confirm that the overall
bank credit to more productive firms is lower in areas with support measures from politicians.
One may argue that the lagged measure of logMPK may not properly account for the future
investment opportunities of the firm as it is not forward-looking and credit allocation decisions
can be reached based on the future marginal product of capital. To address this concern, we use
forward measures of logMPK and find similar results, as summarized in Table The results

remain largely unchanged with comparable magnitude.

As a rich literature in development economics has summarized, reallocation of critical re-
sources (capital and labor) from low to high productivity firms is an important source of economic
growth. With intervention by local politicians in bank bailout decisions, we observe subsequently
less efficient credit allocation, which may ultimately lead to the worse long-run performance of

affected banks and local economic growth prospect@

C. Credit allocation and elites network. In this section we provide further evidence on
differences in the capital allocation by banks being bailed-out by local politicians as compared
to the association. More specifically, following Haselmann, Schoenherr, and Vig] (2017)), we focus
on credit allocation of these banks within elite social networks that the affected bank directors
are members of. One may argue that local politicians do not care in first instance on an efficient
capital allocation scheme as discussed in the previous section. The goals of local state-owned
banks are broader and, therefore, politicians may focus on lending that is rather optimal from a
social perspective. We believe that by focusing on network lending by these banks, we are able
to directly address this concern since Haselmann, Schoenherr, and Vig| (2017) have documented

the rent-seeking motive of network lending especially for state-owned banks.

We follow their methodology and study how connected/in-group lending follows different
patterns between areas receiving support from a politician and the association. A pair of lending
relationship is defined as in-group (versus out-of-group) if the director of the local bank and the
CEO of the borrower belong to the same local service club branchﬂ We use the share of lending
from in-group affected banks in total lending to a firm as the dependent variable. An advantage

of using the lending shares rather than the amount is that it automatically controls for firm-

36The link between reallocation of resources and aggregate productivity is discussed in |[Restuccia and Rogerson
(2008), |Hsieh and Klenow| (2009)), Buera and Shin| (2013)) and Restuccia and Rogerson, (2013).

STThis service club organization in Germany has global headquarters in the US, but individual service club
branches operate locally in several countries. Typically, there is one branch in each city of about 20,000 inhabitants.
In larger cities, additional club branches are often formed. There are about 1,000 club branches with a total of
about 50,000 members in Germany. While the official stated objective of the service club is to raise funds for
charitable work, having personal connections to other business leaders is often cited as an important membership
perquisite. Members of the same club branch meet for lunch or dinner once a week to socialize, and in such a
way build social capital. [Haselmann, Schoenherr, and Vig| (2017)) covers further details about the service clubs.
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specific shocks. We also exclude the distress merger cases to make sure that the results are not

driven by the removal of former bankers, thereby the loss of connections, in those cases.

Results from both OLS and 2SLS estimations are displayed in Table [} We find that the
proportion of in-group loans issued by affected banks in the period following a bailout event is
significantly higher in BLP as compared to BLA cases. The dependent variable from columns (1)
to (4) is the share of in-group lending from affected banks in total lending to a firm. The
purpose is to evaluate how the reliance on in-group credit from affected banks changes differently
under the two types of bailout decisions. In OLS specifications, the coefficient is positive and
insignificant. However, in IV specifications the coefficient on BLP is positively significant at 1%
or 5% level and the magnitude is remarkable: the share of loans from connected banks is more
than 10 percentage points higher under BLP than BLA. One may be concerned that this effect
might be driven by the relatively greater presence of the affected state banks in BLP areas.
But as we have pointed out in Table @ the higher share of affected banks in BLP areas (6.88
percentage points) is considerably smaller than the magnitude of this coefficient. The affected
banks seem to direct even more of credit to in-group firms with CEOs in the same service
club branch as the state banker after political intervention. The positive coefficient on BLP
in columns (5) to (8) suggests that out of all connected loans to a firm, a higher fraction is

originated by affected banks following a political bailout.

Haselmann, Schoenherr, and Vig (2017) have documented the rent-seeking motive for con-
nected lending of the identical network we have been analyzing here. Not only the return on
loans of the connected lending is lower, but also the misallocation of credit in the economy
induces inefficiencies in the deployment of capital. In the case of government intervention as
a resolution for bank distress, state-owned banks are preserved and they seem to keep or even
expand their lending to connected firms, potentially resulting in detrimental outcomes for the
aggregate economy. Importantly, more rent-seeking behavior by banks that have been bailed-out
by local politicians clearly is against the conjecture that local politicians engage in bail-outs to

impose more social objectives on their local banks.

To conclude, in this section, we find strong evidence that capital injections from local politi-
cians into a distressed bank might impede efficient credit allocation in different manners, which

may ultimately hurt the banks’ long-run performance.

D. Macroeconomic developments. Previous analysis has illustrated a shift in lending share
from affected state-owned banks to private banks. While we have documented improvements in
capital allocation of the affected state-owned banks following a centralized bailout, there might
be further improvements in capital allocation resulting from the inflow of new private banks into
these areas. This combined effect of centralized bailout decisions (improved capital allocation

by affected banks plus the shift in financial structure towards more private funding) can be

30



investigated by testing for differences in the real sector for areas subject to BLA and BLP.
More specifically, we aggregate firm level measures, including sales, asset, and debt at the local
municipality level, and explore the gap in their growth rates between areas that experience a

bailout by a local politician and the centralized association.

Table [10] summarizes both OLS and 2SLS estimations. For aggregate corporate sector asset
growth, debt growth and sales growth, we observe consistent patterns. In column (2) of Panel
A, the coefficient on BLP is negatively significant at 5% level, indicating lower asset growth
in areas with political bailout. The magnitude of the gap is economically large, estimated at
6.61%,@ which is also higher than that in column (1) under OLS. In columns (3) and (4), the
effect on growth of aggregate debt holdings is in the same direction and at similar magnitude.
Turning to the sales of the firm reassures our finding, as suggested by columns (5) and (6).
As in the previous tests, the F-stats confirm the relevance of our instruments. The differential
performance of the corporate sector can possibly be driven by both slower growth of existing
firms and fewer disruptive entry and exit activities. Columns (7) to (10) continue to present
the estimations on entry and exit activities. In column (7) of Panel A, we find that the fraction
of entry firms is 4.16 percentage points lower in areas where the capital support measures are
provided by the local politicians. We turn to exit of firms in columns (9) and (10). BLP areas
have an exit rate 3.65 percentage points lower than BLA areas under IV estimation. Taken
together, the entry and exit rates of firms that obtain bank funding is considerably higher
if the area has an association bailout compared with a political bailout. This finding could
potentially be interpreted by having a more dynamic macroeconomic environment fostering
economic growth (in line with Schumpeter’s concept of creative destruction) as a consequence of
association bailouts. Again, most of the estimated coefficients on BLP from OLS regressions are
in the same direction, but considerably smaller in magnitude, suggesting a selection bias against
finding out any effect. Extending the sample to a longer period post-bailout does not affect any
of the findings here. One may further argue that an investigation of corporate sector alone does
not give us the complete picture since the politician may aim to improve the general welfare
within his region. To address this concern, we additionally examine macro variables such as
GDP and employment. Those variables are only available at county/city level, leaving us with
a considerably smaller sample compared to the tests carried out at the municipality level. We
do not find any evidence consistent with the conjecture that the politician may enhance general
economic indicators through his decision to bailout the local bank. In fact, we find negative,
albeit insignificant, impact of BLP on GDP, per capita income and employment. Moreover, the
fiscal cost of the political bailouts are far from negligible. Figure [7] shows that while the fiscal

debt in BIA areas remains constant, in BLP areas it increases dramatically by more than 30%

380ne can be concerned that BLA leads to a higher growth rate compared with BLP, but also with a higher
volatility of growth. To alleviate this concern, we further verify that there is no significant difference in the
volatility of growth between BLP and BLA areas.
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in the five years after the bailout. With the persistent increase in government debt over the
post-bailout years, the local government’s hands are tied and thereby is less able to invest in

projects targeting long-run welfare.

In this section, by pointing out the negative impact on new firms’ access to finance and
corporate sector growth, we further alleviate the concern that the politician is improving the
economic condition of his area at the cost of the affected banks. The findings, on the contrary,
suggest that politicians’ decision to use taxpayers’ money to bail out a local bank may raise

concerns about the long term growth prospect within their region.

6 Conclusion

In this paper we analyze two distinct bailout regimes within the German savings bank sector: a
state-level safety net that resolves distress events conditional on certain restructuring activities,
and local politicians who serve as chairmen of the banks and have the possibility to resolve
distress events by using taxpayers’ money. The former regime involves centralized decision-
making at the association level and the later entails decentralized decision-making at the hands
of local politicians. We find that interventions by local politicians are about 30 % less likely in
the year before an election. Furthermore, the long-run performance of banks that were bailed
out by politicians is considerably worse as compared with banks that were supported by the
association. Using the timing of the distress event in the electoral cycle as an instrument, we
show that a decentralized local bailout results in less efficient credit allocation of the affected
banks. We also observe a significantly worse real sector performance of areas under decentralized

bailouts as compared with those under centralized ones.

Local politicians have local knowledge about the banks in distress. Such knowledge could
potentially improve the decision making process, leading to better decisions on bank bailouts.
However, we show that decentralized bailout decisions made by local politicians who are close to
the bank tend to be distorted by personal considerations. Consequently, the outcomes of such
bank bailouts are actually worse than for cases that are resolved by the savings bank association
under a centralized regime. Thus, our paper contributes to the debate about centralized v.s.
decentralized decision-making on bank recapitalizations in the case of distress. Our findings
illustrate the advantages of centralization and taking a broader perspective in bank regulation
and supervision. This is particularly important in the light of the current implementation of
a European banking union. Our findings suggest that such a regulatory design could have

considerable advantages.
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Figure 2: Distress events over 1995 and 2010.
Figure [2] illustrates the number of distress events in each year from 1995 to 2010. There are in total 148 savings
banks distress events.
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Figure 3: Distress events and the Electoral Cycle.
Figure [J| illustrates how the number of distress events varies over the electoral cycle, where the vertical black line
indicates the election date.
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Figure 4: Capital Injections from the Politician and Electoral Cycle.

Figure [ illustrates how the number of banks that receive capital injections from the politician varies over the
electoral cycle, where the vertical black line indicates the election date.
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Dynamics of State Loan Share around the Event
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Figure 5: Dynamics of Share of State Loans Around Bailout Events by Politicians.

Figure [5]illustrates changes in share of loans extended by state-owned banks in the years around the bailout event.
The x-axis shows the year to/after the bailout event. BLA stands for cases where the centralized association
organizes the bailouts and BLP stands for cases where the local politicians inject capital into the distressed bank.



Dynamics of State Loan to GDP Ratio around the Event
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Figure 6: Dynamics of State Loans to GDP Around Bailout Events by Politicians.

Figure [ illustrates changes in loans extended by state banks to GDP ratio in the years around the bailout event.
The x-axis shows the year to/after the bailout event. BLA stands for cases where the centralized association
organizes the bailouts and BLP stands for cases where the local politicians inject capital into the distressed bank.
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Dynamics of Scaled Fiscal Debt around the Event
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Figure 7: Dynamics of Fiscal Debt Around Bailout Events by Politicians.

Figure m illustrates fiscal debt, normalized to have value 1 before the bank distress, in the years around the
bailout event, for counties receiving BLP versus BLA. The x-axis shows the year to/after the bailout event.
BLA stands for cases where the centralized association organizes the bailouts and BLP stands for cases where
the local politicians inject capital into the distressed bank.
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Table 3: Event Type: Political Factors Influencing Local Politicians

Sample all state bank distress events (1995-2010)
Dep. Var. Event Type (=1 if political bailout or BLP)
M B (3) @ %) (©)
D (0-12 months after) 0.346%** 0.327%%* 0.272%* 0.286** 0.287** 0.301**
(0.118) (0.121) (0.116) (0.121) (0.116) (0.118)
D (12-24 months after) 0.287** 0.310%** 0.380%** 0.390%** 0.3747%%* 0.384%#*
(0.113) (0.106) (0.100) (0.100) (0.103) (0.104)
D (24-36 months after) 0.217* 0.248%* 0.209* 0.230** 0.204* 0.222%*
(0.119) (0.111) (0.107) (0.106) (0.114) (0.112)
D (12-24 months before) 0.201* 0.271%* 0.244** 0.296*** 0.255%* 0.310%**
(0.113) (0.110) (0.104) (0.110) (0.106) (0.107)
Cons. Bank Chairman -0.196** -0.200%*
(0.083) (0.082)
Competitive County -0.103 -0.118
(0.075) (0.073)
Total Assets / GDP (t-1) 0.133 0.177* -0.114 -0.160*
(0.089) (0.095) (0.078) (0.086)
Capital Ratio (t-1) -0.034 -0.042 -0.027 -0.034
(0.040) (0.041) (0.039) (0.040)
ROA (t-1) 0.065 0.071 0.041 0.046
(0.069) (0.070) (0.074) (0.076)
NPL Ratio (t-1) -0.021%* -0.021%** -0.022%* -0.022%*
(0.009) (0.009) (0.009) (0.009)
Market Share (t-1) 0.010%** 0.010%** 0.0097%** 0.009***
(0.003) (0.003) (0.003) (0.003)
Deposit Ratio (t-1) -0.008** -0.007 -0.006* -0.005
(0.004) (0.004) (0.004) (0.004)
GDPPC Growth (t-1) -0.026*** -0.025%** -0.025%** -0.023***
(0.009) (0.009) (0.009) (0.009)
Log(GDPPC) (t-1) 0.015 0.040 -0.075 -0.051
(0.124) (0.128) (0.127) (0.134)
Time FE NO YES NO YES NO YES
R-squared 0.055 0.104 0.287 0.305 0.321 0.341
Observations 148 148 148 148 148 148

The table shows how the electoral cycle affects the likelihood of a bailout reached by decentralized v.s. centralized
decision-making. The dependent variable is a dummy that equals one if the bank receives capital injections
from the politician and zero if the bank receives support measures from the association. Four dummy variables
indicating four periods in the electoral cycle are included, and the omitted group is (0-12 months before). Two
political variables, the political competition within the county and the ideology of the politician, are added in
columns (5) and (6). The regression further includes bank-level control variables and regional control variables,
and those independent variables are self-explanatory. Columns (2), (4) and (6) include time dummies for the
four election cycles in our sample (begin of sample-1998, 1999-2003, 2004-2008, 2009-end of sample). All control
variables are lagged by one period. Robust standard errors are denoted in parentheses. * indicates statistical
significance at the 10% level, ** at the 5% level, and *** at the 1% level.
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Table 4: Event Type: Political Factors Influencing The Association Board

Sample all state bank distress events (1995-2010)
Dep. Var. Event Type (=1 if bailout by politician or BLP)
M @) (3) @ 5) (©)
Bank Chairman in Ass. Board -0.093 -0.082
(0.119) (0.123)
Cons. Ass. Board 0.078 0.072
(0.094) (0.092)
Same Party -0.040 -0.053
(0.088) (0.087)
Total Assets / GDP (t-1) -0.112 -0.144 -0.068 -0.100 -0.103 -0.142
(0.089) (0.095) (0.095)  (0.103) (0.088) (0.095)
Capital Ratio (t-1) -0.035 -0.034 -0.042 -0.042 -0.034 -0.035
(0.039) (0.041) (0.041) (0.043) (0.040) (0.042)
ROA (t-1) 0.066 0.065 0.081 0.081 0.066 0.065
(0.070) (0.072) (0.071) (0.073) (0.070) (0.071)
NPL Ratio (t-1) -0.022%* -0.022%* -0.021%* -0.022%* -0.022%* -0.022%*
(0.009) (0.009) (0.009)  (0.00) (0.009) (0.009)
Market Share (t-1) 0.010%** 0.010%** 0.008** 0.008** 0.009%** 0.009%**
(0.003) (0.003) (0.003) (0.004) (0.003) (0.003)
Deposit Ratio (t-1) -0.007* -0.006 -0.007 -0.005 -0.008** -0.007*
(0.004) (0.004) (0.004) (0.004) (0.004) (0.004)
GDPPC Growth (t-1) -0.020%* -0.020%* -0.021%* -0.020%* -0.021%* -0.020%*
(0.009) (0.009) (0.009)  (0.009) (0.009) (0.009)
Log(GDPPC) (t-1) 0.052 0.068 -0.046 -0.019 -0.000 0.017
(0.140) (0.145) (0.128) (0.131) (0.123) (0.124)
Time FE NO YES NO YES NO YES
Observations 148 148 145 145 148 148
R-squared 0.232 0.244 0.209 0.223 0.228 0.242

The table shows how other political variables affects the likelihood of a bailout reached by decentralized v.s.
centralized decision-making. The dependent variable is a dummy that equals one if the bank receives capital in-
jections from the politician and zero if the bank receives support measures from the association. Bank and macro
control variables are the same as in Table[3] As before, all variables are lagged by one period. Additionally, we in-
clude a dummy variable Bank Chairman in Ass. Board that takes the value of one if the chairman of the bank in
distress is a member of the board of the local savings bank association, and the variable Conservative Ass. Board
takes the value of one if the majority of the association board members is associated with the conservative party
and zero otherwise, and, the variable Same Party) that takes the value of one if the local politician and the
majority of the association board members are from the same party and zero otherwise. Columns (2), (4) and
(6) include time dummies for the four election cycles in our sample (begin of sample-1998, 1999-2003, 2004-2008,
2009-end of sample). Robust standard errors are denoted in parentheses. * indicates statistical significance at

the 10% level, ** at the 5% level, and *** at the 1% level.
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Table 5: Bank Bailout and Long-Run Performance of Affected Banks—Descriptives

Panel A: Five Years after Bailout Events

Change in... NPL ratio LLP ratio CL ROA ROE Tier I ratio Tier I 4 II
(1) (2) (3) (4) () (6)
BLA -2.079 -0.458 0.209 2.964 0.403 1.812
(3.239) (0.757) (1.097) (17.290) (0.520) (2.121)
BLP 0.785 0.004 -0.131  -3.693 0.215 0.659
(2.387) (0.512) (0.587) (13.401) (0.393) (1.471)
Diff (BLA - BLP) -2.864*** -0.462%** 0.340*  6.657* 0.188* 1.153%%*
(0.642) (0.146) (0.198)  (3.492) (0.103) (0.413)

Panel B: Eight Years after Bailout Events

Change in... NPL ratio LLP ratio CL ROA ROE Tier I ratio Tier I 4+ II
(1) (2) (3) (4) () (6)
BLA -2.662 -0.533 0.233 3.261 0.470 2.200
(3.627) (0.759) (1.091) (17.189) (0.577) (2.510)
BLP 0.686 -0.053 -0.121  -3.781 0.311 1.187
(2.454) (0.546) (0.602) (13.603) (0.493) (1.883)
Diff (BLA - BLP) -3.348%** -0.481 %% 0.354%  7.042%* 0.159 1.013%*
(0.698) (0.149) (0.198)  (3.501) (0.121) (0.503)

The table shows changes in key variables for banks that experienced a distress event. We calculate the average
values of those variables in five years (or eight years) after the bailout event, and subtract the initial values to
yield the changes in key variables. Row BLA presents the mean of changes in state-owned banks supported by
the association while row BLP shows that in banks bailed-out by the politician. Row Diff (BLA-BLP) shows
the difference in the mean between the two groups of banks, where *, ** and *** indicate statistical differences
in the mean at the 10% level, 5% level, and 1% level, respectively. The variables of interest from columns (1) to
(6) are non-performing loans ratio, the ratio of loan loss provisions to customer loans, ROA, ROE, Tier I capital

ratio (equity/total assets), and Tier I plus Tier II capital ratio. All those variables are in percentage.
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Table 7: Bank Bailout and Lending Relationships of Affected Banks

Panel A: Five Years After Bailout Events

new rel by affected banks ended rel by af fected banks

Dep. Var. i all rel szlafj}fed,ed fanke (70) ## all rel by yafj{gcf/ed banks(/0)
1) 2) 3) (1)

Model OLS IV 2SLS OLS IV 2SLS
BLP -4.301%* -8.542%* -4.304** -10.308***

-1.783 (3.709) (1.673) (3.401)
Macro Controls YES YES YES YES
Time FE YES YES YES YES
F-Stat 28.63 28.63
Observations 1078 1078 1078 1078

Panel A: Five Years After Bailout Events

. # new rel by af fected banks /o, # ended rel by af fected banks /¢
Dep‘ Var. # all rel by af fected banks (%) # all rel by af fected banks (%)

B @) 3) (4)
Model OLS IV 2SLS OLS IV 2SLS
BLP -5.694*** -9.281%** -2.464 -8.435%**
(2.121) (3.957) (1.836) (3.153)
Macro Controls YES YES YES YES
Time FE YES YES YES YES
F-Stat 28.63 28.63
Observations 1078 1078 1078 1078

The table examines how the lending relationships (formation and termination) of affected banks depend on the
type of bailout following a distress event. Both results from OLS and two-stage least squares regressions us-
ing local electoral cycle as an instrument are displayed. BLP is a dummy for the type of bailout decisions
and it equals to 1 if the distress is resolved by the politician. This dummy variable is instrumented by the
electoral cycle, or D(0 — 12 months before) to address endogeneity concerns. In the second stage, predicted
probabilities of political bailout (BLP) in the first stage are used to predict the dependent variables. Unit of
observation is a municipality (the most granular administration level). In columns (1) to (2), the dependent
variable is the share of newly initiated lending relationships by affected banks out of all lending relationships
by them, or et sins T ad fescd tais - n columns (3) and (4), the dependent vari-
able is the share of ended lending relationships by affected banks out of all lending relationships by them, or
number ol ended ending relalionsiips by affecled barts - All the dependent variables are the change in average post-
bailout value (T' =1 to T = 5 in Panel A or T =1 to T' = 8 in Panel B) from the pre-bailout value. The
F-Stat reported is for the excluded instrument in the first stage. All dependent variables are in percentage terms.
Standard errors are reported in parentheses and clustered at county/city level. * ** *** indicates significance at

the 10%, 5%, and 1%, respectively.
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Table 11: Hazard Model

Sample all state bank distress events
(1) () 3) (4) (5) (©)
D (0-12 months before) 0.198 -0.060 0.027 -0.079 0.012 -0.099
(0.274) (0.315) (0.355) (0.347) (0.432) (0.425)
Cons. Bank Chairman 2.434%** 2.249%**
(0.332) (0.355)
Competitive County -0.059 0.227
(0.235) (0.288)
Total Assets / GDP (t-1) 0.165 -0.032 -0.019 -0.307
(0.122) (0.122) (0.185) (0.278)
Capital Ratio (t-1) -0.017 -0.092 0.072 -0.027
(0.110) (0.105) (0.130) (0.147)
ROA (t-1) -0.254* -0.225%* -0.164 -0.102
(0.132) (0.137) (0.142) (0.174)
NPL Ratio (t-1) -0.001* -0.013 -0.000** -0.000**
(0.000) (0.025) (0.000) (0.000)
Market Share (t-1) -0.011%** -0.014%** -0.004 0.001
(0.004) (0.005) (0.007) (0.006)
Deposit Ratio (t-1) -0.031%** -0.006 -0.043*** -0.035%**
(0.006) (0.007) (0.010) (0.012)
GDPPC Growth (t-1) 0.019 0.002 0.012 0.002
(0.026) (0.031) (0.033) (0.036)
Log(GDPPC) (t-1) 0.124 -0.415 0.911%* 0.465
(0.244) (0.264) (0.395) (0.391)
Time FE NO YES NO YES NO YES
Observations 1,174 1,174 1,169 1,169 1,169 1,169
Number of Distress 148 148 148 148 148 148

The table shows results from estimating an exponential hazard model in equation . The dummy variable
D(0 — 12monthsbe fore) indicates whether the distress event takes place 0-12 months before the election. Two
political variables, the ideology of the politician and the political competition within the county, are added in
columns (5) and (6). The regression further includes bank-level control variables and regional control variables,
and those independent variables are self-explanatory. All control variables are lagged by one period. Columns
(2), (4) and (6) include time dummies for the four election cycles in our sample (begin of sample-1998, 1999-
2003, 2004-2008, 2009-end of sample). Robust standard errors are denoted in parentheses. * indicates statistical
significance at the 10% level, ** at the 5% level, and *** at the 1% level.
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A Appendix: Data Sources and Construction of Variables

The Bundesbank’s prudential data base (BAKIS): This database (for which the German
Banking Act forms the legal basis) contains micro data on German banks which is available from
the 1990s on and used for both supervisory monitoring of financial institutions and research
purposes. These data contain sensitive and confidential supervisory information and, therefore,
can only be used at the Bundesbank premises and the results may be published only after a
thorough anonymization of the datalgfl From the BAKIS data base we obtain bank balance
sheet data to construct control variables for our regression analyses. More importantly, we
also get access to the “Sonderdatenkatalog 1”7 which is a special dataset containing confidential
information which banks are legally bound to report to Bundesbank and BaFin and, amongst

others, allow us to identify capital support measures savings banks received from the association.

The monthly balance sheet statistics (BISTA): This data base gives a comprehensive
overview on German financial institutions’ business activities. Hereby, banks are legally bound
to report their balance sheet data on a monthly and highly disaggregated basis. For our project
a major challenge was to access historical BISTA data which allows us to identify the size of
the capital injection as well as the particular month this event occurred. Moreover, the BISTA
database also provides us with information on each bank’s lending to municipalities (which is

used to identify further motives behind bank bailouts).

The quarterly borrowers’ statistics: This database contains domestic loan portfolio
exposures and write-off data on the bank-portfolio level (i.e., lending to the German real sector
can be identified for 24 corporate and 3 retail portfolios per bank). Loan exposure data is
available from the early 1990s on while data on write-offs can be accessed from 2002-2010. In
our empirical study data from the borrowers’ statistics is used to double-check the information
on the timing of bailout events, in particular by the banking association, for roughly half of the
time-period of our dataset. For the period before 2002 we have to rely on the evolution of the
capital adequacy ratio in order to identify the timing of the distress event within a year.

The Bundesbank’s distress data base: This database contains information on distress
events which occurred at German financial institutions from the early 1990s on. For our anal-
yses we rely on information on so-called “distressed mergers”; that is, we need to distinguish
distressed (or restructuring) mergers from pure “economy of scale mergers”. As the distress
database is only available until 2006, we define a distressed merger in the years 2007-2010 as a
passive merger where the bank that was taken over experienced a severe distress event (i.e., a
moratorium, a capital support measure, or a very low capital ratio) in the three year before the
merger.

39For a detailed description of the BAKIS data base see, for example, Memmel, C. and I. Stein (2008), “The
Deutsche Bundesbank’s Prudential Database (BAKIS)”, in: Schmollers Jahrbuch 128, Duncker & Humblot,
Berlin, pages 321-328.
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B Appendix: Additional Results
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Figure B1: CI from politician and electoral cycle (in % of all distress events).

Figure illustrates how the number of banks that receive capital injections from the politician varies over the

electoral cycle, where the vertical black line indicates the election date.
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Table B1: Event Type: Political Factors Influencing Local Politicians

Sample all state bank distress events
Dep. Var. Event Type (=1 if political bailout or BLP)
1) 2) 3) (4) (5) (6)
D (0-12 months before) -0.264%** -0.292%** -0.279%** -0.304*** -0.283*** -0.307***
(0.084) (0.079) (0.080) (0.081) (0.085) (0.084)
Cons. Bank Chairman -0.197** -0.200%*
(0.082) (0.081)
Competitive County -0.105 -0.117
(0.074) (0.072)
Total Assets / GDP (t-1) -0.117 -0.169* -0.095 -0.150*
(0.088) (0.093) (0.077) (0.084)
Capital Ratio (t-1) -0.044 -0.047 -0.035 -0.037
(0.039) (0.040) (0.038) (0.038)
ROA (t-1) 0.068 0.069 0.044 0.044
(0.067) (0.068) (0.071) (0.073)
NPL Ratio (t-1) -0.021%* -0.022%* -0.023** -0.023**
(0.009) (0.009) (0.009) (0.009)
Market Share (t-1) 0.010%** 0.010%** 0.009*** 0.009***
(0.003) (0.003) (0.003) (0.003)
Deposit Ratio (t-1) -0.008** -0.006 -0.006* -0.004
(0.004) (0.004) (0.004) (0.004)
GDPPC Growth (t-1) -0.023** -0.021** -0.022** -0.021%*
(0.009) (0.009) (0.009) (0.008)
Log(GDPPC) (t-1) 0.011 0.034 -0.080 -0.058
(0.121) (0.123) (0.122) (0.127)
Time FE NO YES NO YES NO YES
Observations 148 148 148 148 148 148
R-squared 0.0433 0.101 0.274 0.295 0.309 0.331

The table shows how the electoral cycle affects the likelihood of a bailout reached by decentralized v.s. centralized
decision-making. The dependent variable is a dummy that equals one if the bank receives capital injections
from the politician and zero if the bank receives support measures from the association. The dummy variable
D(0 — 12monthsbe fore) indicates whether the distress event takes place 0-12 months before the election. Two
political variables, the political competition within the county and the ideology of the politician, are added in
columns (5) and (6). The regression further includes bank-level control variables and regional control variables,
and those independent variables are self-explanatory. All control variables are lagged by one period. Columns
(2), (4) and (6) include time dummies for the four election cycles in our sample (begin of sample-1998, 1999-
2003, 2004-2008, 2009-end of sample). Robust standard errors are denoted in parentheses. * indicates statistical
significance at the 10% level, ** at the 5% level, and *** at the 1% level.
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Table B2:

Event Type—Logit Models

Sample all state bank distress events
Dep. Var. Event Type (=1 if political bailout or BLP)
(1) (2) (3) (4) (5) (6)
D (0-12 months after) 1.705%** 1.763** 1.918%* 2.191%* 2.037** 2.381%*
(0.657) (0.706) (0.767) (0.862) (0.833) (0.957)
D (12-24 months after) 1.468** 1.707*** 2.471%** 2.753%** 2.488%** 2.818%**
(0.646) (0.648) (0.721) (0.824) (0.789) (0.935)
D (24-36 months after) 1.174%* 1.435%* 1.642%* 1.976%* 1.636* 2.015*
(0.676) (0.677) (0.771) (0.876) (0.864) (1.029)
D (12-24 months before) 1.107* 1.562%* 1.824%* 2.361%* 1.956** 2.583%**
(0.663) (0.687) (0.802) (0.948) (0.888) (1.079)
Cons. Bank Chairman -1.077** -1.140%*
(0.474) (0.454)
Competitive County -0.586 -0.752%
(0.430) (0.441)
Total Assets / GDP (t-1) -0.802%* -1.093** -0.704 -1.058**
(0.429) (0.447) (0.430) (0.477)
Capital Ratio (t-1) -0.255 -0.334 -0.240 -0.326
(0.216) (0.232) (0.230) (0.254)
ROA (t-1) 0.400 0.458 0.340 0.411
(0.367) (0.385) (0.400) (0.435)
NPL Ratio (t-1) -0.149%* -0.154** -0.151%%* -0.154**
(0.070) (0.071) (0.069) (0.069)
Market Share (t-1) 0.063*** 0.062%** 0.059%** 0.060%**
(0.020) (0.020) (0.020) (0.020)
Deposit Ratio (t-1) -0.054** -0.044* -0.044* -0.032
(0.023) (0.026) (0.023) (0.027)
GDPPC Growth (t-1) -0.145%* -0.130%* -0.149** -0.135%*
(0.064) (0.061) (0.067) (0.065)
Log(GDPPC) (t-1) 0.026 0.186 -0.408 -0.290
(0.718) (0.797) (0.722) (0.828)
Constant -1.705%** -2.093%** 1.991 -0.017 6.369 4.729
(0.545) (0.618) (7.463) (8.216) (7.494) (8.513)
Time FE NO YES NO YES NO YES
Observations 148 148 148 148 148 148
Pesudo R-squared 0.0456 0.0848 0.253 0.283 0.297 0.318
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The table re-estimates the results from Table [3] using a nonlinear logit specification instead of the OLS specifica-
tion. As before, the dependent variable is a dummy that equals one if the bank receives capital injections from the
politician and zero if the bank receives support measures from the association. Four dummy variables indicating
four periods in the electoral cycle are included, and the omitted group is (0-12 months before). Two political
variables, the political competition within the county and the ideology of the politician, are added in columns
(5) and (6). The regression further includes bank-level control variables and regional control variables, and those
independent variables are self-explanatory. All control variables are lagged by one period. Columns (2), (4) and
(6) include time dummies for the four election cycles in our sample (begin of sample-1998, 1999-2003, 2004-2008,
2009-end of sample). Robust standard errors are denoted in parentheses. * indicates statistical significance at
the 10% level, ** at the 5% level, and *** at the 1% level.



Table B3: Hazard Model—Four Dummies for Electoral Cycle

Sample all state bank distress events
(1) (2) () (4) (5) (6)
D (0-12 months after) 0.312 0.172 0.657 0.347 0.541 0.687
(0.414) (0.451) (0.506) (0.505) (0.681) (0.613)
D (12-24 months after) -0.568%* -0.065 -0.334 -0.016 -0.036 0.131
(0.295) (0.365) (0.387) (0.436) (0.517) (0.497)
D (24-36 months after) -0.297 -0.183 -0.341 -0.303 -0.353 -0.389
(0.334) (0.356) (0.375) (0.387) (0.482) (0.504)
D (12-24 months before) 0.484 0.355 0.560 0.433 0.887 0.882
(0.382) (0.415) (0.507) (0.489) (0.635) (0.606)
Cons. Bank Chairman 2.577HH* 2.468%**
(0.376) (0.397)
Competitive County 0.163 0.389
(0.280) (0.345)
Total Assets / GDP (t-1) 0.314%** 0.002 0.100 -0.225
(0.121) (0.132) (0.206) (0.324)
Capital Ratio (t-1) -0.049 -0.110 0.075 -0.038
(0.108) (0.108) (0.143) (0.155)
ROA (t-1) -0.233* -0.236 -0.159 -0.113
(0.141) (0.154) (0.149) (0.174)
NPL Ratio (t-1) -0.001 -0.013 -0.000** -0.000%*
(0.001) (0.027) (0.000) (0.000)
Market Share (t-1) -0.019%** -0.017*%* -0.011 -0.006
(0.006) (0.007) (0.008) (0.009)
Deposit Ratio (t-1) -0.025*** -0.007 -0.044*** -0.038***
(0.008) (0.008) (0.014) (0.014)
GDPPC Growth (t-1) 0.008 0.001 0.002 -0.008
(0.027) (0.031) (0.033) (0.036)
Log(GDPPC) (t-1) -0.093 -0.452 0.614 0.298
(0.344) (0.356) (0.456) (0.425)
Time FE NO YES NO YES NO YES
Observations 1,174 1,174 1,169 1,169 1,169 1,169
Number of Distress 148 148 148 148 148 148

The table shows results from estimating an exponential hazard model in equation . Four dummy variables
indicating four periods in the electoral cycle are included, and the omitted group is (0-12 months before). Two
political variables, the ideology of the politician and the political competition within the county, are added in
columns (5) and (6). The regression further includes bank-level control variables and regional control variables,
and those independent variables are self-explanatory. All control variables are lagged by one period. Columns
(2), (4) and (6) include time dummies for the four election cycles in our sample (begin of sample-1998, 1999-
2003, 2004-2008, 2009-end of sample). Robust standard errors are denoted in parentheses. * indicates statistical
significance at the 10% level, ** at the 5% level, and *** at the 1% level.

63



"A[0A1300dSaI ‘04T puR ‘944G ‘95T O3 Y8 9oURIYIUSIS SOYRIIPUT 4o o’y "SI0 POXI] SWI)-AIISNPUT OPNIOUT SUOISSOIZOI [ [9AS] ULIY JB POISISN[d pue
sosoyjuared ur pelrodo oIe SIOLID pIepuels "o8e)s 4SI oY) Ul JUSTUNIISUI POPNIXS oY) I0J ST pajIodol Je1g- o1, "S10Sse Poxy [e}0} JO anjea Aq POPIAIP So[es
Jo 8o Tenjeu a1} S J[JINSO] "sui1e) a8ejuediod ur are so[qerreA juapuadop [[y ULIY oY) I0J SURO[ [€)0) JO JNO SURO[ MOU JO JUNOUIR dY) ) HIYXd (gT) 01 (6)
sumn[oy) ‘syueq pojdejje AQq popuo)IxXe SurO[ JO oIeys o1} S o[qeLIea juapuadep o1} (g) pue (g) sUWN(od U "ULIY o1} I0] SYUR( POIISJe WOIJ SURO[ [BI0) JO INO
syuR( PojORjJe WIOIJ SURO[ MAU JO junoure o) st () 0} () sSuwnod wolj a[qeriea juepuedap oY, "UOISSOISaI o[} Ul POPN[OUL oIr sIeok juass-1sod A[uo pue ULy
® ST UOTYRAISSCO JO JTU[) ‘so[qreLIea juapuadap a1} 101pa1d 0] pasn are afe)s 1s1y o) Ul (J7¢g) Imofreq eoniod jo seniqiqeqoid pejotpaid ‘efe)s puodss oY) uf
"SUI90U0D A)1ous3opuo ssaIppe 09 (9.40 [2q syjuows g1 — () (J 10 ‘904D [B10100[ oY) AQ POJUSTUNLIISUI ST S[qRLIRA AUIunp sIy, [, ‘ueioniod o) A POAJOSI ST SS91)SIP
o1} JI T 0} s[enbo 91 pue sUOISIOP INO[IRq Jo odA) oy} 10] Awrwnp ® St J7¢& "PoAR[dSIP oI JUSWINIISUI U SB 9[OAD [eI0}09[0 [BI0] SUISN SUOISSRIZI sorenbs
Jsea] o8e)s-om) pue GrJ() WOIJ SHNSAI YPog “IUSAS SSAIISIP ® SUIMO[[0] nofreq jo adA} oy} uo spuadap syueq 9e3s A UOIPEIO[[e UBO[ MOY SOUIWIRXD d[(e} 9],

¥1601 71601 Y1601 Y1601 Y1601 P1G01 71601 71601 25€9 z5e9 z5€9 2469 SuoeAIOsq ()
8€'L8 86'88 8618 3688 cL'86 11°96 yers-q
SHA SHA SHA SAA SHA SHA SHA SAA SHA SAA SAA SHA . oL, X £nsnpuy
SHA SHA ON ON SHA SHA ON ON SHA SAA ON ON s[oyuop) ULy

(e6L°T) (696°0) (16L°1) (876°0) (e¢8°T) (g€6°0) (e€8°T) (606°0) (018°1) (678°0) (867'1) (298°0)
il €E0 S { #89G°G FklTLT #P60°F cIp0 #6887 0L8°0 #55000°C I ¥ 556087 wSTLT MAINSOT T

(19¢73) (966°0) (69€°3) (£66°0) (867°G) (180°1) (067°2) (¢20'T) (076°1) (¢68°0) (ev6°'1) (006°0)
#x0PL P 6720 «G8T ™ L80°0- s E0T L +096'T- #5608 L w5 PP0G #%GGT T L0870 ##€86°€" 892°0- MANSOr'Td X d1Td

(L59%) (907°2) (2L9%) (86€°2) (¢69°¢) (11L72) (68¢°G) (c0L7g) (2e9°¢) (150°2) (coL€) (L¥0°2)
126'9 L96'1 7267 651 ]78°L #xCLE6 #S9€°6 #9801 #+790°8 +889°€ e6S°C 00L'C d1d
S1SG AT S10 $1S% AL S70 S1SE AT S70 ST1SG AT S10 S1SE AT S10 SIS AN S10 [oPOIy

(e1) (11) (01) (6) (®) () (9) (9) ) (€) (n

(%) Simor st (%) syivg sl T wiion] ey do

SyURE POUMO-9)e}S WIOIJ SUROT JO UOIYedO[[Y PuR Jno[req sueq :F¢g 9[qel,

64



C Appendix: Alternative Estimation Approach

An alternative estimation approach instruments the BLP dummy with the predicted probability
of BLP obtained from the following probit model:

P/BL\pit = ¢(tD(0 — 12 month before)x + POL),vo + Cry_ 170 + Xii—100) (5)

When the endogenous regressor is a binary variable, this estimator is asymptotically efficient.
Wooldridge| (2010)) shows that in the group of estimators where instruments are a function of
D(0 — 12 month before) and other covariates, this estimation specification is more efficient.
In addition the regular two stages in Equations [2] and [3] this approach at the beginning has a
step of estimating the probit model described in Equations[5, We further instrument BLP with
the predicted probability of politician intervention obtained from the probit regression (rather
than the timing of the distress event in the electoral cycle itself). In Table which mimics
Table [6] we denote this method by IV (probit). Both OLS and IV (probit) results are shown in
Table [C1] In columns (1) and (2), we have the share of loans extended by state banks as the
dependent variable. As expected from a more efficient specification, the F-statistic from the first
stage regression increases from 28.64 to 44.09 when we replace the original instrument with the
predicted probability of BLP from the probit model, see column (2) in Table |§| and Table
The magnitude is comparable to the IV specification in Table [6] and significantly greater than
that in column (1) where we have the OLS specification.
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