
Banking without asymmetric information and without transaction costs1

Consider an economy with a household, a firm and a bank. Say there are 2 periods t = 1, 2

and a unique good. The good is owned by the household in period t = 1. Some of the good

is consumed in period t = 1, some is lent to firm that uses it to produce more of the good in

period t = 2.

The Household. The household chooses a consumption profile (c1, c2), and decides the allo-

cation of savings S between bank deposits Dh and bonds Bh. The household maximizes utility

(which is equal to expected utility, as there is no uncertainty) subject to a budget constraint

for each period:

max u(c1, c2)

s.t.:

c1 + Bh + Dh = ω1

pc2 = Πf + Πb + (1 + r)Bh + (1 + rD)Dh

where: ω1 is the initial endowment of consumption good;

p is the price of c2;

Πf denotes the profits of the firm;

Πf denotes the profits of the bank;

Both profits are given to the household, as the household owns the firm and the bank.

r is the interest rate on bonds

rD is the interest rate on bank deposits

Note that a household will hold both bond and deposits if and only if r = rD.

The Firm. The firm chooses investment I, and its financing, through bank loans Lf and bonds

Bh, in order to maximize profits:

max Πf

s.t.:

Πf = pf(I) − (1 + r)Bf − (1 + rL)Lf

1The model is taken from Freixas and Rochet (2008).
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I = Bf + Lf

where f(.) is the production function of the firm and rL is the interest rate on loans.

Note that the firm will finance both through bonds and through bank loans only if r = rD.

The Bank. The bank chooses its supply of loans Lb, its demand for deposits Db and issuance

of bonds Bb to maximize profits:

max Πb

Πb = rLLb − rBb − rDDb

Lb = Bb + Db

General Equilibrium. The general equilibrium is given by a vector of interest rates (r, rD, rL)

and vectors of demand and supply for each agent: (c1, c2, Bh, Dh) (consumer), (I, Bh, Lf ) (firm)

and (Lb, Bb, Db) (bank), such that:

1) every agent behaves optimally

2) Every market clears:

I = S (good)

Db = Dh (deposit)

Lf = Lb (loan)

Bh = Bf + Bb (bond)

————–

In equilibrium it must be the case the r = rL = rD.

Hence the bank makes 0 profits in equilibrium.

Moreover, whatever the bank decides to do has no effect on the other agents: the

household is indifferent between deposits and bonds, and the firm is indifferent

between loans and bonds.


