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A bstract

W e showthatthe jointpresenceofmoralhazardandrepudiation risk
generatesanimportantinteractione¤ect. Inordertoprovidetheproper
incentivestoborrowers, theoptimal…nancialcontractundermoralhazard
calls forallavailableresources tobepaidtothelenderintheeventof
apoorrealization foroutput. R epudiation risklimits the size ofthis
transfer, asthedebtorhastheoptiontodefault. T hisupperboundonthe
resourcetransferexacerbatesthemoralhazardproblem, reducinglending
andtheequilibrium levelofinvestmentandoutput.
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