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Overview

e Background: Europe has a sharp divide between VR
and FR credit systems.

@ Mechanism: policy moves legacy-loan income differently
in the two systems.

o Capital channel: income change — equity capital
change — default risk and lending.

o Quantitative result: tightening reduces lending about
1/3 more in FR; default-risk responses flip sign.

@ What | like: elegant model with deep microfoundations;
transparent economics, rich quantitative results.
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Composition across Europe
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A two-period toy model: equity affects bank survival

Date 0: inherited legacy balance sheet (E, L, X, rf).
Date 1: choose new lending N; equity and survival

Ef = \Ef’ + (1-—w)rfL—r"X Lending choice

initial equity  |egacy income minus funding cost
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Monetary tightening first moves equity

Legacy pass-through X: net rate-sensitive funding exposure
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Same policy shock, opposite movement in bank equity, thus solvency risks. ‘
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When does equity affect new lending?

New bank lending: lower legacy
NIM

S (Ef,N)
Nk = arg mﬁx/0 [Ef + BYS] dF (w)

lower
equity
o In the irrelevance benchmark: ©% = 1. Equity
changes bank wealth, not the lending margin. I —
. . . I
e With failure risk: lower Ef reduces the cutoff ower new
lending

Ok (Ef, N), so future payoffs are collected in
fewer states.
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Point 1: FR/VR is an endogenous risk allocation

FR allocates rate risk to banks VR allocates rate risk to borrowers
borrowers banks
insured NIM-protected
banks borrowers
warehouse duration face payment ShOCkS

Bank-side capacity: sticky deposits, hedges, long

: Borrower-side capacity: payment buffers, default risk,
funding, covered bonds.

renegotiation, demand.

FR vs. VR is an equilibrium outcome that depends on
bank vs. borrower ability to absorb interest-rate risks.
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What if VR vs. FR reflects borrower fragility?

The paper’s VR sign comes from legacy loan income repricing.

Let x be legacy-loan pass-through and let ) = dw/drM > 0 measure borrower default sensitivity after
the payment shock.

LEVR VR VR VR
e =(-nEi-wl-X]- Dy D=-Efso
VR legacy-NIM gain borrower-distress loss
Paper’s clean experiment Endogenous-contract concern

@ Turn FR loans into VR loans. @ FR may be chosen where borrowers need

. ayment insurance.
@ Keep borrower default process fixed. pay

@ Then VR repricing can offset part of the equity
gain.

How to address it: allow borrower fragility to vary across regimes.
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What counterfactual should the quantitative model answer?

reality contrast lives here N
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model contrast lives here

@ The model compares pure endpoints; the data compare financial-system bundles.

@ Feed each country its actual VR share, borrower default sensitivity, and effective funding/hedging
exposure.

@ Then ask: how much of the % survives as a contract effect?
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Point 2: directly test the equity mechanism

@ The model’s sharpest prediction is not lending; it is the equity mechanism: after tightening,
equity buffers diverge by sign across FR and VR (their Fig. 5e).

@ Current corroboration: surprise hikes produce more negative bank stock-price responses in FR
countries.

@ But this does not show VR stock prices rise, nor does it directly test the model’s equity
mechanism: retained earnings moving banks toward or away from the solvency threshold.

Direct test: after a tightening, do equity buffers of FR-country banks fall relative to VR-country
banks — by the magnitude and persistence in Fig. 5e?
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A direct empirical confrontation

Ahjceve = ajg+ o+ Be(MPy x FRSharec) + ToXj ce—1 + €jc e40,

h € {NIM, retained earnings/ROA, tier-1 capital ratio, new lending}.

First-stage accounting Then lending
@ NIM: does FR fall and VR rise? @ Interact with low-capital-bank indicator.
@ Retained earnings / ROA: does NIM cumulate @ The effect should concentrate near the solvency
into regulatory capital? threshold.
@ Equity buffers: does the sign match Fig. 5e? @ If equity does not move, the lending result is not

this mechanism.
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Summary

o Excellent, transparent paper that turns an important policy question into a disciplined
quantitative exercise.

o Point 1: Endogeneity of FR/VR. The contract is a risk-allocation outcome. Borrower fragility
and bank hedging/funding capacity may move with the contract.

o Point 2: Equity mechanism. The central test is not only lending or stock prices; it is whether
equity buffers move as predicted.

o Policy takeaway: what matters is not simply FR vs. VR lending, but how policy shifts the
distribution of bank equity near the solvency threshold.
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