
ECON4335 Exam
Question A and B have equal weight

Question A

1. Businesspeople sometimes complain that they cannot get bank loans. A
friend of yours claims that this is not really true. What it means, he says,
is just that they are not willing or able to pay the interest rate that the
bank charges. Explain in plain words some reasons why your friend may
be wrong.

2. Two businesswomen, S and T each have an investment project with the
same expected return, µ, and the same cost K. They both want to borrow
K from their bank and both are able to post the same collateral, C for the
loan, C < K. Where the two differ is in the distribution of returns. S’s
project yields a cash flow (before payments to the bank) IS with probability
pS and cash flow 0 with probability 1−pS. T ’s project yields a cash flow IT
with probability pT and 0 with probability 1 − pT . Assume that pT < pS.
Explain why the assumptions we have made implies that IT > IS.

3. Suppose the bank charges the gross interest rate R from both (R < IS/K).
Write down expressions for the expected profits, ΠS and ΠT of the two
businesswomen. Show that ΠT is always strictly greater than ΠS. Explain
the intuition behind this result.

4. Suppose the two investors are risk-neutral. Find the critical levels of interest
rates, RS and RT , for which they are indifferent between investing and not.
What does the demand curve for loans look like in this case?

5. When extending a loan, the bank is unable to distinguish between the two
potential borrowers. Except for that, the bank knows the return distri-
butions of the projects. Write down expressions for the bank’s expected
gross revenue from lending to the two investors. Describe the relationship
between the interest rate R and the bank’s expected revenues per krone
that is lent, ρ. Illustrate with a graph.

6. Stiglitz and Weiss argue that in the more general case where there are many
potential borrowers with projects that have the same expected return and
the same amount of collateral but different levels of risk, the relationship
between the expected revenue per krone lent, ρ, and the interest rate, R,
is first increasing and then decreasing with a maximum at an intermediate
level R∗. How does that concur with what you found in 5 and what is the
intuitive argument for the assumed shape?
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7. Stick to the more general case mentioned in 6 and the relationship between
ρ and R assumed there. Assume that many banks compete for the same
borrowers and that the marginal funding costs for the banking system as
a whole is an increasing function of the volume of loans. Explain with a
graph how credit rationing can occur in this case.

Question B

In relation to the financial crisis banks are sometimes accused of taking too risky
positions, causing financial instability. Discuss what actions authorities may take
to get banks to behave so as to reduce such instability.
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