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This paper

• Research question:  How do capital requirements and their implementation timing influence 

the dynamics of bank capitalization and lending activity?

• Methodology:  General equilibrium model with financial frictions

i) issuance of equity is costly

ii) households cannot directly finance the real sector

• Findings: 

• Sudden increases in capital requirements can lead to significant short-term credit 

contractions and output loss.

• Gradual increase of capital requirements allows banks to build capital through 

retained earnings, reduces risk aversion and increases lending during the transition

• Policymakers should take into account how banks alter their policies in anticipation 

of regulatory changes.



Literature: How capital requirements affect lending and capital structure

Effects of New Capital Requirements on Bank Lending

• Eickmeier et al. (2018) find that banks initially reduce assets in response to tighter capital requirements, with equity

increasing only gradually after a delay.

• Meta-analyses by Boissay et al. (2019) confirm short-term lending reductions.

Bank Equity Issuance Behavior

• Dinger and Vallascas (2016) find that changes in capital regulation do not increase equity issuance likelihood for

poorly capitalized banks.

• Khan and Vyas (2015), Acharya et al. (2009) mention that banks relied more on other instruments rather than

common equity issuance to restore capital ratios after the financial crisis.

Dynamic Effects and Transition Periods

• Mendicino et al. (2020) model transition dynamics between steady states with different capital requirements.

• Guerrieri and Lorenzoni (2011) study transition dynamics in response to tightening borrowing constraints.
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Theoretical Results: Equilibrium

L Rate decreases on aggregate 
equity

Ag. Lending increases on 
aggregate equity

Market to Book ratio of equity
decreases on aggregate equity

In equilibrium appears a risk-aversion coefficient multiplying rate risk
Rate



Theoretical Results: Dynamic Simulation
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Model fit to data

Data matches model’s correlations:

• Aggregate bank lending is positively correlated with equity

• Loan spreads and market-to-book ratios are negatively correlated to equity



Summary

This paper addresses the critical issue of transition periods in regulatory changes and 

their timing.

This paper is of relevance not only to researchers but also policy makers

Main Findings:

• Demonstrates how gradual implementation of capital requirements can reduce 

credit crunches 

• Explains counterintuitive finding that lending can increase following 

regulatory tightening announcements 

• Discuss the impact and welfare effect of different transition periods



Main Comments

To further strengthen the validation of the model, I think here the authors could do a bit 

more by exploiting the heterogeneity in the international panel datasets they have:

i) Group and validate by different a) transition length and b) delta change 

in the regulatory constraints. Can the model capture this heterogeneity?

ii) Is the behaviour of loan spreads realistic across time and countries?

iii)Does the model´s reaction to the two available shocks (Asset Risk Z, Systemic Risk N) 

matches the data?

I think the paper has also further potential to contribute to the topic of early resolution of 

uncertainty (it somehow mentions a bit of it):

iv) How does the Agg. Capital level affects the relation 𝑅𝑖𝑠𝑘 𝐴𝑣𝑒𝑟𝑠𝑖𝑜𝑛 > Τ1 𝐸𝐼𝑆 ?



Literature II

Banks as liquidity providers but subject to bank runs: 

Diamond and Dybvig (1983), Goldstein and Pauzner (2005), Gorton 

and Pennacchi (1990), Dang, Gorton, Holmstrom and Ordonez (2017)

Bank runs discipline the banks:
Calomiris and Kahn (1991), Diamond and Rajan (2001)

 Banks and .nancial crisesAllen and Gale (1998)

Banks and financial crises:
 Allen and Gale (2000), Gorton and Metrick (2012), Martin, Skeie and 

von Thadden (2014)

Banks as monitors and relationship banking:
Diamond (1984), Rajan (1992), Petersen and Rajan (1995)

Banks and central bank policy:
 Freixas, Martin, and Skeie (2011), Martin, McAndrews, Palida 

 and Skeie (2019)
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