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UNIVERSITY OF OSLO 
DEPARTMENT OF ECONOMICS 

 
Postponed exam: ECON4335 – The economics of banking 
 
Date of exam:  Thursday, June 17, 2010 
 
Time for exam: 09:00 a.m. – 12:00 noon 
 
The problem set covers 2 pages 
 
Resources allowed: 
• No resources allowed 
 
The grades given: A-F, with A as the best and E as the weakest passing grade.  F is fail. 
 
 
 
 
Question A (50 %) 
Consider an economy with a large number of firms. Each firm can at a cost equal to 
one implement at most one investment project, with a random return. There are two 
types of projects: good and bad. The return from a good project if it succeeds, with 
probability p, is G, and zero if unsuccessful, whereas the bad project has a return B, 
with probability q, if successful, and zero otherwise. Suppose that B G , and p q . 
The firms start with no equity and the only way they can finance their projects are 
with bank loans. 
 
There is a competitive banking industry. The banks can verify successes, but not the 
size of the return. They offer loans at the following terms:  If success, the firm is 
required to pay (1 )R  per unit borrowed from a bank. If the project fails, no 
repayment is made. Each lender has a funding cost equal to r per unit of lending. All 
agents are risk neutral, and we assume that 1pG r qB   . 

a) Explain why there is a critical rate of interest, *R , so that the borrower will 
implement the good project if, and only if, the lender demands an R  less than 

or equal to *R , where * 1
pG qB

R
p q


 


. 

b) Derive the competitive equilibrium rate of interest on loans in this economy. 
For what parameter values will a competitive equilibrium exist with only 
good projects being implemented? How is this equilibrium affected by 
changes in exogenous variables? 
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Suppose now that banks are financing their loans by a combination of equity and 
deposits. Deposits are insured, and there is a regulatory requirement saying that as a 
minimum a fraction k of any loan should be financed by equity, whereas the rest can 
be financed by deposits. Equity requires an exogenous rate of return 

e
R , whereas the 

interest rate on deposits, 
d e

R R , is determined competitively 
c) Under what circumstances will we now have a competitive equilibrium with 

loans granted only to good projects? 
d) What is the impact on the equilibrium of a higher equity requirement? 

Discuss! 
 

 
Question B (50 %) 
Suppose that for some reason there is suddenly less trust between banks. Discuss 
through which channnels this can affect the rest of the economy.   


