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Bank profits
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Banks obtain collateral, but they can only sell this with a discount A

If the investment of the company is successful, the loan is repaid, if the
investment is not successful, the bank obtains the value of the collateral

Loans are fully financed by deposits
B—ﬂ',(l—l—TL)L—l—(l—m))\C (1+rp)L
The isoprofit curve of banks is given by dIly = m;Ldrt + X (1 —m;)dC; =0

drt 1—7;
dC; — —A i L

The slope is negative, but flatter than the isoprofit curve for companies
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Bank offering a single contract only

b vl |

Banks know the composition of low-risk and high-risk companies, the average
success rate is m = prg + (1 — p) 7,
NE=r(1+r))L+(1—-m)AC - (1+7p)L

dr;, _  y1l-m7
T = A

This slope is between banks only lending to high-risk and low-risk companies
If this bank is competitive then we require Hg =0
147, =14 _1nC
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Banks offering distinct contracts

> If banks are competitive, they make zero profits as long as they follow the same
strategy: all offer two contracts (separating) or all offer one contract (pooling)

> If a bank offers a single contract, another bank can offer a marginally better
contract near P

» This bank would obtain all low-risk companies, but no high-risk companies
= Iy = 7o (L+72) L= (L+7p) L = (1 —p) 25 (14 7p) L

Chapter 8.2.1: Ildentifying company types through collateral Slide 7 of 9

Theoretical Foundations of Banking



offering distinct contracts

> If banks are competitive, they make zero profits as long as they follow the same
strategy: all offer two contracts (separating) or all offer one contract (pooling)

> If a bank offers a single contract, another bank can offer a marginally better
contract near P

» This bank would obtain all low-risk companies, but no high-risk companies

= T = mr (L+70) L= (14 70) L = (1 - p) 57 (14 7p) L

» The other bank would be left with high-risk companies only
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strategy: all offer two contracts (separating) or all offer one contract (pooling)

If a bank offers a single contract, another bank can offer a marginally better
contract near P
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H*B :WH(l—i-TL)L— (1—|—7”D)L: (1— )77”{ . (1—|—7’D)L
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HE.(:T(L(l—I—TL)L (1—|—T’D)L* M(l—l—T’D)L
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If a bank offers a single contract, another bank can offer a marginally better
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H*B :WH(l—i-TL)L— (1—|—7”D)L: (1— )77”{ . (1—|—7’D)L

The other bank would be left with high-risk companies only

0y =7, (1+7rL) L —(1+rp)L=—p™ 7L (1+7p)L
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separating
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