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Preface

During the last three decades, the economic theory of banking has entered a process

of change that has overturned economists’ traditional view of the banking sector. Be-

fore that, the banking courses of most doctoral programs in economics, business, or

finance focused either on management aspects (with a special emphasis on risk) or on

monetary aspects and their macroeconomic consequences. Thirty years ago, there

was no such thing as a microeconomic theory of banking, for the simple reason that

the Arrow-Debreu general equilibrium model (the standard reference for microeco-

nomics at that time) was unable to explain the role of banks in the economy.1

Since then, a new paradigm has emerged (the asymmetric information paradigm),

incorporating the assumption that di¤erent economic agents possess di¤erent pieces

of information on relevant economic variables and will use this information for their

own profit. This paradigm has proved extremely powerful in many areas of economic

analysis. In banking theory it has been useful in explaining the role of banks in the

economy and pointing out the structural weaknesses of the banking sector (exposure

to runs and panics, persistence of rationing on the credit market, recurrent solvency

problems) that may justify public intervention.

This book provides a guide to this new microeconomic theory of banking. It fo-

cuses on the main issues and provides the necessary tools to understand how they

have been modeled. We have selected contributions that we found to be both im-

portant and accessible to second-year doctoral students in economics, business, or

finance.

What Is New in the Second Edition?

Since the publication of the first edition of this book, the development of academic

research on the microeconomics of banking has been spectacular. This second edition

attempts to cover most of the publications that are representative of these new devel-

opments. Three topics are worth mentioning.



First, the analysis of competition between banks has been refined by paying more

attention to nonprice competition, namely, competition through other strategic vari-

ables than interest rates or service fees. For example, banks compete on the level

of the asset risk they take or the intensity of the monitoring of borrowers. These

dimensions are crucial for shedding light on two important issues: the competition-

stability trade-o¤ and the e¤ect of entry of new banks, both of concern for prudential

regulation.

Second, the literature on the macroeconomic impact of the financial structure

of firms has made significant progress on at least two questions: the transmission of

monetary policy and the e¤ect of capital requirements for banks on the functioning

of the credit market.

Finally, the theoretical foundations of banking regulation have been clarified, even

though the recent developments in risk modeling (due in particular to the new Basel

accords on banks solvency regulation) have not yet led to a significant parallel devel-

opment of economic modeling.

Prerequisites

This book focuses on the theoretical aspects of banking. Preliminary knowledge of

the institutional aspects of banking, taught in undergraduate courses on money and

banking, is therefore useful. Good references are the textbooks of Mishkin (1992) or

Garber and Weisbrod (1992). An excellent transition between these textbooks and

the theoretical material developed here can be found in Greenbaum and Thakor

(1995).

Good knowledge of microeconomic theory at the level of a first-year graduate

course is also needed: decision theory, general equilibrium theory and its extensions

to uncertainty (complete contingent markets) and dynamic contexts, game theory,

incentives theory. An excellent reference that covers substantially more material

than is needed here is Mas Colell, Whinston, and Green (1995). More specialized

knowledge on contract theory (Salanié 1996; La¤ont and Martimort 2002; Bolton

and Dewatripont 2005) or game theory (Fudenberg and Tirole 1991; Gibbons 1992;

Kreps 1990; Myerson 1991) is not needed but can be useful. Similarly, good knowl-

edge of the basic concepts of modern finance (Capital Asset Pricing Model, option

pricing) is recommended (see, e.g., Huang and Litzenberger 1988 or Ingersoll

1987). An excellent complement to this book is the corporate finance treatise of

Tirole (2006). Finally, the mathematical tools needed are to be found in under-

graduate courses in di¤erential calculus and probability theory. Some knowledge of

di¤usion processes (in connection with Black-Scholes’s option pricing formula) is

also useful.
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Outline of the Book

Because of the discouraging fact that banks are useless in the Arrow-Debreu world

(see section 1.7 for a formal proof ), our first objective is to explain why financial

intermediaries exist. In other words, what are the important features of reality that

are overlooked in the Arrow-Debreu model of complete contingent markets? In

chapter 2 we explore the di¤erent theories of financial intermediation: transaction

costs, liquidity insurance, coalitions of borrowers, and delegated monitoring.

The second important aspect that is neglected in the complete contingent market

approach is the notion that banks provide costly services to the public (essentially

management of loans and deposits), which makes them compete in a context of

product di¤erentiation. This is the basis of the industrial organization approach to

banking, studied in chapter 3.

Chapter 4 is dedicated to optimal contracting between a lender and a borrower. In

chapter 5 we study the equilibrium of the credit market, with particular attention to

the possibility of rationing at equilibrium, a phenomenon that has provoked impor-

tant discussions among economists.

Chapter 6 is concerned with the macroeconomic consequences of financial imper-

fections. In chapter 7 we study individual bank runs and systemic risk, and in chapter

8 the management of risks in the banking firm. Finally, chapter 9 is concerned with

bank regulation and its economic justifications.

Teaching the Book

According to our experience, the most convenient way to teach the material con-

tained in this book is to split it into two nine-week courses. The first covers the

most accessible material of chapters 1–5. The second is more advanced and covers

chapters 6–9. At the end of most chapters we have provided a set of problems, to-

gether with their solutions. These problems not only will allow students to test their

understanding of the material contained in each chapter but also will introduce them

to some advanced material published in academic journals.
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Parigi, François Salanié, Elu Von Thadden, and Jean Tirole, who carefully read pre-

liminary versions of this book and helped us with criticism and advice.

The material of this book has been repeatedly taught in Paris (ENSAE), Toulouse

(Master ‘‘Marchés et Intermédiaires Financiers’’), Barcelona (Universitat Pompeu

Fabra), Philadelphia (Wharton School), and Wuhan University. We benefited a lot

from the remarks of our students. The encouragement and intellectual support of

our colleagues in Toulouse (especially Bruno Biais, André Grimaud, Jean-Jacques
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Note

1. This disappointing property of the Arrow-Debreu model is explained in chapter 1.
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