Microeconomics of Banking 

Karel Janda

Syllabus for Spring 2005

Email: Karel-Janda@seznam.cz 

Office Hours: 

Monday 11:00-13:00 room 408, Opletalova 26; 

Tuesday 12:40-14:40 room NB138A, W. Churchilla Square 4; 

Wednesday 11:40-12:40 room 329, Ekonomicka 957 (only from February 16 to May 11, 2005).

Explanations:

W.Churchilla Square 4 is the main building of University of Economics, Prague.

Ekonomicka 957 is the building of University of Economics, Prague on Jizni mesto, close to Metro station Chodov.

Opletalova 26 is the building of Institute of Economic Studies of Charles University.

Brief Overview of the Course

This course uses asymmetric information approach of a modern microeconomics theory to explain the role of banks in the economy. The course provides description of the functions of banks and  explains the needs for financial intermediation. The emphasize is on the structural weaknesses of the banking sector that may justify public interventions. The course deals with the optimal contracting between lender and borrower, the persistence of rationing in the credit market, the use of collateral and the solvency problems. 

Goals

The aim of this course is to show the ways to overcome limitations to the microeconomic foundations of banking imposed by general equilibrium theory. The students will learn modern asymmetric information theory of financial intermediation. Besides learning the techniques of applied game theory, contract theory and principal-agent theory, the students will understand the information aspects of financial intermediation.

Prerequisites

The main emphasize of the course is on the theoretical microeconomic aspects of banking. 

Therefore a good knowledge of microeconomic theory on intermediate level with calculus is necessary. 

The familiarity with simple calculus techniques of optimization as used in microeconomic models is essential. The understanding of  basic probability theory and comfort with using expected values is very useful.

A preliminary knowledge of the institutional aspects of banking is helpful but it is not necessary. These institutional aspects will be reviewed in class when needed.

 This course does not require any knowledge of advanced techniques of continuous time finance.

Intended Audience

Master (magistr in Czech terminology) level students interested in banking or optimal contracting.

The course may also be easily adjusted for the Ph.D. students.

The Topics Covered

Lecture 1: Introduction to microeconomics of  banking  - functions of bank, banking in general equilibrium theory  (Freixas, Rochet (FR) ch. 1)

Lecture 2: Review of basic  game theory concepts – backwards induction, strict dominance, Nash equilibrium, mixed strategies (lecture notes)

Lecture 3: Game theory continued – subgame perfect Nash equilibrium, Bayesian equilibrium (lecture notes)

Lecture 4: Why do financial intermediaries exist? Liquidity insurance (FR ch.2.2)

Lecture 5: Information sharing coalitions. (FR ch. 2.3)

Lecture 6: Financial intermediation as delegated monitoring (FR ch. 2.4)

Lecture 7: Coexistence of direct and intermediated lending – A simple model of the credit market with moral hazard,  Monitoring and Reputation (FR ch. 2.5)

Lecture 8: Coexistence of direct and intermediated lending – Monitoring and capital. Optimal contracts when cash flows are observable (FR. ch. 2.5. , ch. 4.1)

Lecture 9: Costly state verification. Incentives to repay – Threat of termination. (FR ch. 4.2, ch. 4.3)

Lecture 10: Moral hazard (FR ch. 4.4)

Additional material, to be covered time permitting: 

Strategic debt repayment (FR ch. 4.3.2),

Collateral and loan size as devices for screening heterogenous borrowers (FR ch. 4.6)

Grading

The students are evaluated according to written exam and activity in the class. Grading has Pass/Fail/Withdrawn options.

In the case some of the international students need to get a letter grade (A, B, C) instead of Pass or Fail grade, I reserve a right to give them letter grade upon their clear and well articulated request.

There will be 2 exams available for you to take. You may choose which one you are going to take. The first one will be significantly easier than the second one. You are allowed to take only one of these two exams.

The first exam will be on May 3 in the usual place and time of our class.

The second exam will be on May 10 in the usual place and time of our class.

I will be available to write the grade into your index during the "regular index time 

on May 10 in the usual place and time of our class.

.
In the case you are not able to make it on the "regular index time", you may come to:

May 11,  12:45-14:15, room JM105,  Ekonomicka 957.

May 16,  8:00-9:20, room 314, Opletalova 26.

May 16,  9:30-10:50, room 601, Opletalova 26.

May 31, 12:40-14:40 room SB306, W. Churchilla Square 4.

June 7, 12:40-14:40 room SB110, W. Churchilla Square 4.
Explanations:

W.Churchilla Square 4 is the main building of University of Economics, Prague.

Ekonomicka 957 is the building of University of Economics, Prague on Jizni mesto, close to Metro station Chodov.

Opletalova 26 is the building of Institute of Economic Studies of Charles University.

Libraries, teaching texts availability:

I will try to provide you with relevant handouts. There are libraries with books relevant to our class both at University of Economies and Institute of Economic Studies. I asked the librarians at University of Economies and Institute of Economic Studies to put one copy of the main textbook for our class on reserve. I also arranged for a few copies of Microeconomics of Banking and An Introduction to the Economics of  Information: Incentives and Contracts to be available for take-home loans at Institute of Economic Studies library. In addition, the best economic library in Prague is at CERGE-EI on Politickych veznu  7 street. The CERGE-EI library has all the books relevant for our class, some of them available for take-home loans.

References:

Freixas and Rochet: Microeconomics of Banking, Cambridge, MIT Press, 1999  - main textbook.

R. Gibbons: Game Theory for Applied Economists, Princeton University Press, 1992 - good treatment of signalling  and  other game theoretic issues.

(If you do not like Gibbons, you may want to look to any of a number of other game theory textbooks or to many microeconomics textbooks which usually contain a section(s) on game theory).
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