Suggestive driver of loan losses
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D) " FFRisimportant: potential role for floating-rate loans



A different way of modelling banks: 0100 0000000000000

1. Empirical inconsistencies in existing models result specifically from how
the banking system is modelled

D) Need rising loan losses and falling bank profits in response to MP shock



A different way of modelling banks: 0100 0000000000000

1. Empirical inconsistencies in existing models result specifically from how
the banking system is modelled

D) Need rising loan losses and falling bank profits in response to MP shock

2. | develop a different way of thinking about the banking system
D) Banks conduct risk transformation



A different way of modelling banks: 0100 0000000000000

1. Empirical inconsistencies in existing models result specifically from how
the banking system is modelled

D) Need rising loan losses and falling bank profits in response to MP shock

2. | develop a different way of thinking about the banking system
D) Banks conduct risk transformation

3. Risk transformation in the model is captured through floating-rate loans
D Issuing floating-rate loans hedges interest rate risk but generates credit risk



A different way of modelling banks: 0100 0000000000000

1. Empirical inconsistencies in existing models result specifically from how
the banking system is modelled

D) Need rising loan losses and falling bank profits in response to MP shock

2. | develop a different way of thinking about the banking system
D) Banks conduct risk transformation

3. Risk transformation in the model is captured through floating-rate loans
D Issuing floating-rate loans hedges interest rate risk but generates credit risk

D) Key tension in the model when interest rates rise:
(A) Higher net interest income due to floating-rate loans (*' profits)
(B) Higher loan losses due to loan-loss mechanism (# profits)

D Net impact on profits (and subsequently leverage) depends on (A) vs (B)
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Model Prediction:
f Oglpand O+ §) 00000000090, for 0= 0:::16 show that in response
to a MP shock, a bank with a higher floating share should:

1. Have higher net interest income (less interest rate risk)

2. Have higher provisions (more credit risk)






