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low, the private bank chooses a lower level of effort because
it does not share in the gains to returns in bankruptcy states.
These are instead completely enjoyed by the regulator as a
reduction in liabilities.

Also, note that when the level of effort is lower, the ex-
pected probability of bankruptcy, and hence the regulator’s
expected liability, will be higher.

Proof of Proposition 2

Under the relative closure rule in equation (7), f’ satisfies

(20) f) =ntn - n;
and
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Substituting these into the first-order condition yields

@ # )

N+ CohfY hif
+ &+ E]i gt n+ C@&T7f]’ g V.

In equilibrium, since banks are homogenous, all banks
make the same effort decision and the first-order condition
will satisfy
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As discussed in the text, we assume that f; is distributed
uniformly on the interval 7 f~ with density f.

Define ¥\ as the level of effort which satisfies equation
(15), i.e., the equilibrium level of effort implied by the ab-
solute closure rule in equation (4). When f; is uniformly
distributed, equation (15) can be simplified to yield the fol-
lowing relationship between m and W\:
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Next, substituting into the solution above for the level of
effort under the relative closure rule, equation (23), the value
of n which results in banks choosing effort level ¥\ satisfies

f-fiM 6M Elig C@ " Ch
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Combining, m - n satisfies
(26) m- = ¥4 Elig

Recall that A™ and A" are the minimum realizations of
A necessary to avoid closure under the absolute and relative
closure rules. By equations (4) and (7), it is clear that

27 A= m
and
(28) A"= n+ A.

Substituting from equations (26) and (5), and using the
fact that in equilibrium 0 = W\,

(29) A- A"=i- Elig

which directly proves Proposition 2.

Proof of Proposition 3

Substituting into equations (7) and (9) for f’, and using the
relationship between m and n and the fact that f; is uniformly
distributed, L, satisfies

GO Lo=- # #7 AN fHE i g g
By equations (9) and (10),
G Le-Le H# AN g ol

Assuming that f; is distributed uniformly, this simplifies
to

_ ar]l g
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which gives us Proposition 3.
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