
The 2007-08 financial crisis has led to a spurt in research that has focused on 
creditors’ expectations / beliefs. While much of the recent work on the role of  
“expectations” have been situated in the stock and bond markets, it is only 
natural to wonder whether such a phenomenon could exist in the banking 
sector. If so, what implications does this have for credit, investment, and 
financial stability in the economy? These are the questions I have tried to 
answer through my research. 
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In Chapter 1: Banking with Bias, we use the construct of “expected loss” from loan loss 
provisions to examine banks’ expectations and uncover the presence of overreaction. If 
times are bad, banks tend to believe the future will be worse, and if times are good, they 
believe the future will be better. As a result of this kind of thinking, banks neglect risks 
when times are good and underperform in the future. We measure banks' unjustified belief 
(or sentiment) and show that an improvement in belief is associated with a rise in credit 


