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ABSTRACT

Collateral vs. Project Screening: A Model Of Lazy Banks*

Many economists argue that the primary economic function of banks is to
provide cheap credit and to facilitate this function, they advocate the strict
protection and enforcement of creditor rights. But banks can serve another
important economic function: through project screening they can reduce the
number of project failures and thus mitigate their private and social costs.
Strict protection of creditor rights leaves the trade-off between these two
banking functions to the market. In this Paper, we show that because of
market imperfections in the banking industry, strong creditor protection may
lead to market equilibria in which cheap credit is inappropriately emphasized
over project screening. Restrictions on collateral requirements and the
protection of debtors in bankruptcy proceedings may redress this imbalance
and increase credit-market efficiency.
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NON-TECHNICAL SUMMARY

Why is collateral used in lending? According to much recent literature, the
answer is simple: collateral ensures that borrowers who can repay will actually
do so. La Porta, Lopez-de-Silanes, Shleifer and Vishny (1998) claim that no
credit would be extended if it were not for the right to repossess collateral:

“...[C]reditors are paid because they have the right to repossess
collateral. Without these rights, investors would not be able to get paid
and therefore firms would not have the benefit of raising funds from these
investors.”

This view of collateral derives from the idea that moral hazard by borrowers is
the main problem in lending relationships. Without collateral, borrowers would
behave opportunistically, for instance by hiding their income from creditors
and defaulting on their promise to repay. The threat of repossessing collateral
ensures that borrowers will not behave in this way. This view implies that the
stronger the protection that creditors obtain via collateral, the more abundant
and the cheaper credit will be for entrepreneurs and households. Some very
recent evidence points in this direction.

Based on this literature, one may be tempted to conclude that the best thing
that legislators can do for the development and efficiency of the credit market
is to grant a steely protection to the creditor right to repossess collateral and
eliminate bankruptcy exemptions (or reduce them to a minimum).

In this Paper, we argue that this conclusion is unwarranted. This conventional
view of creditor rights neglects a number of reasons why lenders’ unrestricted
reliance on collateral might have a negative impact on credit-market efficiency.
We discuss several such reasons, but focus specifically on a very important
one: a bank may be in a good position to evaluate the profitability of a planned
investment project and a high level of collateral will weaken a bank’s incentive
to do so. In other words, collateral may make banks ‘lazy’ in screening. More
importantly, the amount of collateral associated with free private contracting
may make banks ‘too lazy’ from the standpoint of economic efficiency.

Screening is socially valuable because banks that finance large numbers of
investment projects are uniquely placed to appraise the potential performance
of those projects. Unlike individual entrepreneurs, they may have considerable
experience with similar projects undertaken by a range of businesses. They
often have access to valuable statistical information that is not readily
obtained by entrepreneurs. Also, banks can be expected to have considerable
familiarity with the economic features of their locality and general economic
trends.



Of course, in markets with perfectly competitive banks and complete
contracts, banks would offer to screen projects as a service to entrepreneurs,
who would then bear the cost of screening. However, if the screening services
of banks cannot be enforced by contract, banks that are highly protected by
collateral may perform too little screening of the projects that they finance.
Clearly, collateral and screening are substitutes from the point of view of
banks. Yet, they are not equivalent from the social standpoint. Because of
their superior expertise in project evaluation, the screening activity of banks is
a value-enhancing activity for society, whereas the posting of collateral is not,
since it merely allows a transfer of wealth from the borrower to the bank when
things go badly. This implies that there is an economic-efficiency case in
favour of collateral limitations.

The complaint that banks do too little screening and tend to rely excessively
on collateral is frequently heard in the business community. Small
entrepreneurs often complain that banks place too little weight on the future
prospects of their company and too much on their ability to post real estate
and other personal assets as collateral for the loan. History is replete with
examples in which bankers have carelessly expanded credit to entrepreneurs
who post collateral, only to be sorry later when massive defaults and declines
in the value of posted collateral threatened the financial soundness of their
own institutions. Most of the recent banking crises, from the Scandinavian
crisis of the early 1990s to the more recent Mexican and East-Asian banking
crises are cases in point here.

To develop our argument, we propose a very simple model of competitive
banking. We assume that the quality of investment projects may differ but can
be ascertained only by banks, once they engage in a costly screening
process. Entrepreneurs can also differ in their ability, but banks cannot
observe their ability differences. In this set-up, some entrepreneurs and banks
might voluntarily choose loan contracts that specify a high level of collateral
and leave banks without an incentive to screen projects, even though project
screening would be efficient. The expected social losses from this inefficiency
are larger, the greater the heterogeneity of the population of credit-seekers
(i.e. the unobservable quality difference between entrepreneurs).

Interestingly, we find that the inefficiency arising from the banks’ lazy attitude
towards screening disappears as we move from a competitive to a
monopolistic banking model. Because the monopolistic bank can extract all
surplus from entrepreneurs, it internalizes the problem of choosing the level of
screening activity that maximizes total social surplus and it screens efficiently.
This suggests that in highly competitive credit markets, limiting creditor rights
to repossess collateral may be of special importance.



Our argument should be not be seen as an unqualified dismissal of the role of
collateral in lending. On the contrary, we recognize that collateral plays an
important role in preventing moral hazard by borrowers. But we wish also to
stress that there are countervailing efficiency reasons to avoid excessive
reliance on collateral. The reason that we highlight in this Paper – the induced
‘excessive laziness’ of banks – is in fact just one of them, although it had not
been explored so far. Also other reasons have emerged in the existing
literature on the role of collateral and on creditor protection in bankruptcy
procedures. On the whole, the literature highlights the need to balance the
protection of creditor rights with the promotion of entrepreneurial activity and
the maintenance of quality standards for investment projects. The precise way
in which these potentially conflicting goals are to be balanced is central to the
current debate on bankruptcy law in both Europe and the United States.
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