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• A bank faces an increase in capital requirement

– Will it raise capital or cut lending?

• Theoretical framework

– Risk-shifting and debt overhang

• Main takeaway: it depends

– Lending response typically U-shaped

– Economic conditions matters

• Test predictions using UK data

– Find that main margin of adjustment is

– Lending in bad times but capital in good times

Contribution



The environment
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Assets Liabilities

• Payoff Z(A)

• Z < z in some states

• Source of overhang

• Payoff X

• Concave in x

• Insured

• No premium

• Elastic supply

• Some initial level

• Can pay dividend

• Can issue seasoned capital

• No information asymmetry

• Capital requirement: e ≥ γ(x + z)

• Three choice variable, but

– Focus on binding capital requirement: e = γ(x + z)

– Balance sheet identity: d = z + x - e

• Three dates: 0, 1, and 2, random variable A∈[AL , AH] 

• A bank and risk-neutral households



The problem of the bank
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The overhang problem

• How does 𝛾 affect wedge?

• Comparative statics with respect to 𝛾 based on the FOC

• The wedge is negative
– Positive NPV loans are not issued

– Reflects an overhang problem
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Conditional reasoning



The U-shape

• Equilibrium lending as a function of 𝛾

• Changes in economic conditions, for instance E[A], shift 

the relationship



• Assume X also depends on A

• Either can dominate

•

• Reinforces the composition effect; but price effect can still dominate

Risk-shifting

x

Debt overhang

Negative wedge

If no overhang

Wedge is positive: risk-shifting interpretation



Empirics



Conclusion



Frédéric Malherbe (LBS)

Thank you



Overhang and risk-shifting



Lending response


