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	Capital markets
	Banking markets

	Transparency
	Open
	Confidential

	Typical scale of investment
	Institutional (pensions, etc.), but also many small / individual investors as well
	Large

	Contracts
	Equity and bond
	Loan and deposits


So far:
Problems of financial markets without intermediation:

· Signals from insiders disseminate information / help efficient allocation of scarce resources, BUT may reduce liquidity / result in false market.

· Leaks help rivals → companies may remain / go private → ‘information dilution’.

· Shareholders interfere with management – ‘control dilution’.

· Short-termism: investors have motive to screen but not monitor (recall: ‘before’, ‘after’).
· Problem of coordinating decentralised monitoring.

· Management equity participation not incentive-efficient.


How intermediation may address these problems:

· Economies of scale and scope in monitoring, incentive contracts, diversification of loan portfolio, ‘delegated monitoring’, etc.

· Bank confidentiality and signalling role of bank lending.
Convexity and excessive risk-taking in banking:

· Borrowers exclusively benefit from above-average outcomes:

payoff function is convex

· Holders of debt share loss of below-average outcomes:

payoff function is concave

· → Risk / spread between success and failure:

· transfers value from debtholders to equity holders;

· the bigger the spread, the bigger the transfer of value.

· A principal-agent problem for holders of debt.

· A principal-agent problem:  shareholder-manager coalition versus holders of debt.

· Amplification effects:

· Executive share options, etc. → managers face convex function of convex function!

· Reduction in capital / net value:  reduces scale of loss from poor outcome.

· Neglect of assets / poor maintenance → reduces value in bankruptcy.

Credit rationing:

(a) ‘Off equilibrium’ credit rationing: e.g. government policy in post-war years.

(b) Equilibrium credit rationing: a solution to asymmetrical information problems:

· loan rate ↑ →

Adverse selection: only high risk borrowers apply.

Adverse incentive: borrowers’ behaviour becomes riskier / MH.

· Bank’s solution in SW 1981model: use of loan rate to screen riskiness of investments.

· → Bank’s optimum may be to ration credit rather than increase loan rate to choke off excess demand.

i.e. markets do not clear through price adjustment → equilibrium where S=D.
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Equilibrium credit rationing. 

Stiglitz and Weiss 1982.
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↑ → ‘mix’ of borrowers deteriorates / risk of default increases:

• Credit-worthy borrowers increasingly deterred.

• High risk borrowers continue to apply.
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Equilibrium credit rationing, 
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‘Price’ mechanism does not ‘choke off’ ED.

Market has failed – all agents optimizing, etc., but S ≠ D.

A market equilibrium – but sub-optimal.
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Asymmetrical information, systemic risk, and regulation:
	Financial institutions
	Liabilities
	Assets
	AI problem / regulation

	Commercial banks
	Fixed value, callable. Deposit-taking a principal aspect of business.
	Loan portfolio of non-observable value.
	AI problem is severe / risk of loss of confidence → bank run / contagion → panic. Need for prudential regulation, or deposit rate ceiling (‘Q’), etc.

	Investment banks
	Deposit-taking only one aspect of wider activities (brokerage, etc.). Deposits usually term > sight.
	Normally marketable, with observed value.
	Less liable to AI-based panic.

	Unit trusts / mutuals
	Callable but valued in accordance with underlying assets.
	Observed value.
	Little AI problem. Regulators need not impose prudential regulation, etc.


Asset transformation:

Small-size deposits → large-size assets:

‘Size transformation’.
Short-term / instantly withdrawable deposits → long-term / illiquid assets

‘Maturity transformation’.
Low-risk instrument, i.e. deposit, → high-risk.:

‘Risk transformation’.
In each case, interest on asset > interest on liability → bank makes profit.

Costs of liquidation:
These may include loss of customer relationships, confidential information, etc.

i.e. ‘Destruction of informational capital’.

Such intangible assets inevitably undervalued in ‘fire sale’ conditions.

Asymmetrical information problem facing bank:

Bank is unable to distinguish between:

· withdrawals for ‘genuine’ / transactions purposes.

· withdrawals through panic.

So cannot pay ‘in sequence’.

This might gain time.

→ 
avoid fire sale 

liquidate assets at better price.


Financial institutions and regulation:
Financial contracts:

Management of assets delegated to various degrees:

(a) Delegation straightforward / clear-cut:

Fund management:

Owner continues to do all the ‘owning’ / retains full legal title.

Manager does all the managing:

Decisions unconstrained by owner / ‘principal’.

(b) Delegation less clear-cut / more complicated situation:

Securities (equities, bonds).

Deposits (in banks and other depository institutions).

Investors surrender ownership.
But retain control rights:

Can use these rights to constrain / motivate their ‘agents’.

Legal, accounting, regulatory systems:

To address the complicated principal-agent problems that arise in these situations.
Why banks are so heavily regulated.

Résumé of points already covered that help explain why banks are more highly regulated than any other financial institution or any other economic institution at all:

· Banks are vital institutions for economy and society as a whole:

· Operate payments system.

· Relatively large.

· Based on advantages of economies of scale and scope.
· Danger of excessive risk-taking:

· Deposits fixed → concave pay-off

· High gearing (i.e. deposit: loan ratio) → very convex pay off.

· Loan values subjective:

· e.g. informational capital; burnt up under fire sale.

· Deposits callable at short-notice:

· → susceptibility to panics / asymmetrical information problem.
Range of regulatory regimes / extremes:

· Laissez-faire: aim to return to principles of free banking era pre-1930s.

· Prohibitive, e.g. severe restrictions on asset choice / no equities, etc.


Characteristic features of current regimes:

· Limited liability for shareholders.
· Public provision of deposit insurance.
· Problem: both the above features remove incentive for stakeholders (i.e. both shareholders and deposit holders) to monitor bank.
· Instead, CB does the monitoring:

· Incentive to CB: potential loss from deposit insurance payouts if banks fail.

· Prudential controls, i.e. capital adequacy requirements:
· Fewer ‘distortions’ than restricting asset choice?

· International convergence, in face of capital mobility and regulatory arbitrage.

· Ultimate sanction: bank closure.

Current regulatory regimes: theory and reality.

Theoretical advantages of CB as ‘delegated monitor’ not matched by practical outcomes:

· Continuing examples of major failures in banks and similarly highly-leveraged financial institutions:

· S&L crisis in US; Japan and south Korea bailouts; UK: Johnson Matthey, BCCI, Barings; LTCM; 1998 Bank losses; 2007-8-?
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