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Tavoitteet:

Tutkielman tavoitteena oli luoda intuitiivinen kokonaisuus, jonka avulla ra
hoitusmarkkinoiden roolia ja kehitystä makrotaloudellisen vakauden saavut
tamisessa voidaan paremmin tarkastella. Lisäksi tavoitteena oli referoida ja 
ryhmitellä kirjallisuutta, jotta rahoitusjäijestelmää voitaisiin paremmin tar
kastella kokonaisuutena agenttikustannusten pienentämisen näkökulmasta.

Lähdeaineistoja tutkimustapa:

Lähdeaineistona on käytetty uiko -ja kotimaisia kirjoja sekä taloudellisia jul
kaisuja. Tutkimustapaa voi kuvata intuitiiviseksi. Tutkimustapana on ollut 
käydä referoiden läpi olemassa olevaa kirjallisuutta, etsiä kirjallisuudesta yh
denmukaisuuksia, yhdistää linkit ja luoda ryhmitellyistä irrallisista ko
konaisuuksista intuitiivisesti looginen järjestelmä. Tyypiltään tutkielma on kir
jallisuuskatsaus.

Tulokset:

Kirjallisuuskatsauksen pohjalta voidaan intuitiivisesti väittää, että agenttikus- 
tannukset (jotka viime kädessä perustuvat informaation epäsymmetriaan) vo
imistavat suhdannevaihteluita. Voidaan myös nähdä, että rahoitusmarkkinat 
pyrkivät löytämään ratkaisuja, joilla agenttikustannukset ylitetään. Rahoi
tusmarkkinoilla agenttikustannuksia pienennetään rahoituksenvälityksen ja ar
vopapereiden suunnittelun avulla. Lisäksi EMU ja pääomamarkkinoiden yh
dentyminen EU:ssa yleensä helpottavat sellaisten rahoitusmarkkinoiden to
imintaa, joilla agenttiongelmat pienenevät.

EMUssa myös rahoitusjärjestelmän suunnittelulla voi olla suuri rooli, sillä jos 
agenttikustannukset korostuvat yksipuolisen rahoitusjärjestelmän vaikutuk
sesta on seurauksena voimakkaampi suhdannevaihtelu. Agenttikustannusten 
alentamiseen pyrkiminen rahoitusmarkkinoilla ei poistaisi suhdanteiden syitä, 
mutta se voisi toimia suhdanteita vaimentavana kanavana palkkajoustojen ja 
työvoiman liikkuvuuden rinnalla ja niitä täydentäen.

Kirjallisuuskatsauksen pohjalta voidaan nähdä ettei rahoitusmarkkinoiden rak
enteiden ja instrumenttien vaikutusta kokonaistaloudellisiin suhdanteisiin ole 
vielä tutkittu.

Avainsanat:
Finanssirajoitteiset suhdannemallit, agenttikustannukset, rahoituksen välitys ja 
rahoitusinstrumentit
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1. Introduction

1.1. Importance of the study

The deeper economic integration in Europe has obvious gains, but it has costs, too. A 

main source of member state level costs in arrangement like EMU would be the lack of 

traditional independent policy measures. In addition, there are large structural differences 

between member state economies, which create economic asymmetry leading to difficul

ties in economic stabilization. On the other hand, the financial consequences of EMU and 

possible new macroeconomic measures following the integration have not been fully 

evaluated. At least from macroeconomic stabilization point of view there is a clear need 

to examine the opportunities to construct more stable system in Europe. When only 

financial market literature is studied, there is not yet unified approach which surveys the 

macroeconomic role of the financial markets. However at this stage of the literature at 

least intuitive observations which create a clear opportunity to approach the issue of the 

macroeconomic role of the financial markets in stabilization are possible.

1. 2. Objective of the study and methodology

The objective of the study is to create intuitively unified approach by connecting together 

the literature on finance constraint business cycles, asymmetric information, agency 

costs, security design, financial intermediation and financial systems. The aim of this 

approach is to show that by developing financial markets it is possible to achieve better 

structural environment for macroeconomic stability. In particular, this means that de

creasing asymmetric information and agency costs in the financial markets leads to de

creased propagation of business cycles. On the other hand, an objective is to examine 

whether agency costs play similar roles in the finance constraint business cycle and secu

rity design and financial intermediation literature. Finally implications for EMU are sur

veyed.

The methodology in the study is to refer literature, find possible connections, connect 

concepts fruitfully and form intuitively unified approach from previously separate is-
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sues of contemporary literature. Furthermore possible implication for an EMU ar

rangements are surveyed. This study represents intuitive level of economic research. 

Type of the study is literature survey.

1. 3. Adjustment and financing in EMU: A brief review

A brief examination of the literature concerning EMU and recent developments of 

European financial markets reveal that existing literature of the role of financing in 

EMU is thin. It is mainly based on empirical evidence, political objectives or weak 

theoretical arguments. Furthermore there is no unified view what attitude to take to

wards e.g. financial market structures and securities under single currency. Although, it 

could be argued that the academic research on the subject is growing quickly.

Next, the literature concerning asymmetric shocks, adjustment and financial markets in 

Europe and EMU is briefly reviewed. This review motivates the issue of the study by 

showing that there is reason to doubt the appropriateness of proposed adjustment 

channels in the literature. Hence, the ability of finance constraint business cycle mod

els, agency costs and financing intermediation and securities to provide stability are 

examined.

First shocks and adjustment mechanisms under EMU regime are studied. Second fi

nancial aspects are surveyed by examining the role of financing in European develop

ment and financial intermediation in Europe.

1. 3. 1. Shocks and adjustment mechanisms in EMU

Possible countries participating EMU have different economic features. This creates 

economic asymmetry, for example in the case of economic shock. Hence, first the con

cept of country-specific shock is studied. Furthermore there are potential instruments to 

adjust to asymmetric shocks. Secondly, the proposed adjusting methods are briefly sur

veyed.
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1. 3. J. 1. Country-specific shocks

According to the principle of “subsidiarity” only those matters that are more efficiently 

solved at the Community level are transferred from member country governments. This 

means that in the case of EMU regime, it is first of all nations’ own task to adjust. On the 

other hand as integration proceeds, nation-wide shocks will become less probable and 

member countries converge to a common European business cycle (Artis and Zhang 

1995). EMU can lead industrial structures to deeper “intra-industry” trade and invest

ment relations at least in border regions (Hanson 1996). With intra-industry specializa

tion production structures tend to become more similar which reduces asymmetric 

shocks. On the other hand, it should be remembered that in the case of inter-industry 

specialization also different production structures are a source of asymmetric economic 

shocks. Furthermore firms are willing to use possible competitive advantage of relocating 

to the periphery (Brulhart and Torstensson 1996). In theory member state governments 

have agreed to take care of adverse shocks independently (subsidiarity-principle). On the 

other hand literature shows that EMU arrangement potentially increases intra-industry 

development and stability. When member states are contemporarily far from unified 

industrial structures, there is a clear need for channels of stabilization.

Because of economic differences, common shocks can have country-specific impacts, 

which means that shocks become asymmetric. These impacts could have major meaning 

for different industries and especially different firms. These asymmetries can arise from 

product markets, production structure and country-specific behavior (Helg et al. 1995). 

If member countries have specialized heavily on only few industries and an adverse shock 

is faced by specific industry sector, some countries suffer more than others (Krugman 

and Venables 1996). Shock can in such a case be considered as asymmetric. On the other 

hand if integration encourages intra-industry specialization, shocks become more sym

metric. Furthermore differences in behavior of economic agents in the face of similar 

shocks can be considered as a source of asymmetric effects of common shocks 

(Comission of the EC 1990). Naturally there is a need to mitigate asymmetric shocks as 

well as possible before possible intra-industry trade and increase the stability of EMU.
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1. 3. 1. 2. Adjustment aspects in the case of asymmetric shocks

There is growing literature concerning issues of achieving stability in EMU. However an 

integrated view is still missing.

The combination of asymmetric shocks and factor adjustment is a major determinant of 

the macroeconomic stability in EMU (Englander and Egebo 1992). The use of enhanced 

capital mobility can also be considered as a channel of adjustment (Eichengreen 1990). If 

schematic approach to factor adjustment channels in EMU, and the case of asymmetric 

shocks, are surveyed from the firms point of view, factor adjustment channels concern 

labor and (physical) capital. Labor in the firms adjusts through internal flexibility. In 

EMU framework this means cost flexibility and mobility. When adjustment channels are 

considered it is also worth mentioning that Commission has decided to make efforts to 

restrict State subsidies to industries in crisis (Comission of the EC 1990).

In addition there will be changes in traditional instruments like fiscal and monetary pol

icy. Nations’ undesirable external imbalances can create a need for preserving instru

ments to measure real exchange-rate change. As long as asymmetries in the Community 

exist, the role of fiscal policy remains important (Bryson 1994), (Glick and Hutchinson 

1993). In addition, Lane (1996) gives an interesting viewpoint considering the possibili

ties of common monetary policy in a currency union. He has analyzed the optimal 

monetary policy response to a disturbance that has asymmetric effects on the member 

countries of a currency union and computes the effect on welfare. It is found out that the 

monetary authority of a currency union chooses to do nothing in the face of an asymmet

ric shock, leading to inefficiently high inflation and employment fluctuations and a reallo

cation of employment between the member countries. The more asymmetric shocks are, 

the lower is the welfare under a currency union.

The proposed stabilization channels to help instead of policy measures are labor mobility 

and wage -flexibility. In theory labor mobility is possible, but in practice large-scale 

mobility is less probable because of cultural and language barriers (Decressin and Fatas 

1995). Increased mobility could occur in higher income parts of population. Visser 

( 1990) offers an insight to the matter in the case of Dutch labor. He argues that flexible 

working-hours provide partial answer to adjustment (but still nominal wages remain rigid 

downwards). Another provided strategy suggest that flexibility could be achieved
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through enhancing “on-the-job mobility”. This means that by creating incentives for 

employees to change location or tasks, greater mobility inside the firm could be reached.

When labor mobility is considered to be an inefficient adjustment channel, the remaining 

factor adjustment channel is wage-flexibility (Bayoumi and Prasad 1996). It is also ar

gued that EMU increases wage-flexibility. The main arguments are the following. First, 

devaluation policies no more induce inflationary wage increases. Second, due to fiscal 

discipline wage adjustment becomes faster. Third, in integrated product markets degree 

of monopoly suppliers decreases, improving social cohesion in EMU. Fourth, centralized 

wage bargaining system loses part of its power. (Comission of the EC 1990). According 

to Peters (1995), the situation of wage-bargainers will also change. Labor unions have to 

take care of their own competitiveness which can lead to increased wage flexibility. 

However empirical surveys point out considerable wage rigidities especially downward 

(Akerlof et al. 1996). Finally, both adjustment channels are more or less theoretical when 

country-specific characters are taken to observation. The remaining adjustment needs to 

be arranged in an other way. The remaining adjustment channel is financing (Comission 

of the EC 1990). Costs of losing exchange rate policy remains as long as wages and 

prices do not fully and instantaneously respond to disequilibrium (Comission of the EC 

1990). Will they ever fully respond?

The approach used in One Market, One Money (Comission of the EC 1990) defines the 

effect of external financing on real wages logically. Increased financing keeps real wages 

up and causes indebtedness. Unemployment follows when competitiveness in the inter

national markets is lost due to too high producing costs. On the other hand, Detragiache 

(1996) argues that in the case of several small lenders (for example international banks) 

and sovereign borrower high indebtness and pessimistic beliefs, about the country’s 

ability to handle the debt in the market leads to severe effects. In other words, decreased 

creditworthiness makes the borrower less liquid and may force it to cut investment to 

prevent current consumption from falling by too much. Cuts in investment decrease 

future output which leads to unemployment, which, in turn, puts the pressure on real 

wages. By concluding this it can be argued that finally financing adjustment has an effect 

on wages, too. On the other hand EMU criteria allows maximum public indebtness to be 

60% of member country’s GDB. Detragiache does not indicate the critical degrees of 

indebtness in her model.
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As it was mentioned, in traditional macroeconomic theory financial adjustment has 

mainly meant instruments of fiscal and monetary policy and their relation to the ex

change-rate (Muscatelli et al. 1988). These instruments are valid between third countries 

and EMU member states, but inefficient between member states. Instead of traditional 

approach, a new approach could be used. According to the approach, which is based on 

the imperfections in the financial markets, the financing adjustment channel could be 

surveyed and used in a more efficient way. For example better international risk sharing 

possibilities can have substantial welfare gains (Obstfeld 1994) and affect the behavior 

and preferences of economic agents, as mentioned earlier, and thus decrease real-factor 

based asymmetric shocks (Sutherland 1996). Sutherland’s simulations show that in

creasing financial market integration increases the volatility of number of variables (e.g. 

output) when shocks originate from the money market, but decreases the volatility of 

most variables when shocks originate from real demand or supply. Money market shocks 

are assumed to occur as a consequence of money supply changes in two countries. In 

EMU, however, money supply changes should be governed by an European Central 

Bank (Comission of the EC 1990). From the adjustment point of view the business cycle 

impact of financial markets development might have positive significance on the macro- 

economic stability. If financial market arrangements were highly developed, shocks 

originating from money market would be decreased and also the propagation of shocks 

in the financial markets would mitigate.

However, at least, financial flows will be free to absorb shocks. Private markets will 

function over national boundaries without constraints of savings and investment balances 

(Armstong et al. 1996). In the case of temporary adverse shock and no possibility of real 

exchange-rate adjustment, the shock could be absorbed through temporary borrowing 

abroad. Another case, which is important to firms with good growth prospects, is con

cerned with insufficient savings in member country. With free capital mobility it is possi

ble to finance investments by borrowing abroad and paying back with the help of in

creased growth. (Comission of the EC 1990). With a single currency the current account 

constraint between member countries has disappeared. In the long run the absence of 

external constraint may become a problem (Argimón and Roldán 1994). The current 

account may be long time in disequilibrium, and in the short run single currency turns 

external constraint problem to a problem similar to that facing domestic lenders and
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borrowers. The intertemporal solvency constraint may become difficult to observe by 

economic agents. On the other hand, government might need the current account to 

signal as an indicator of possible inflationary policies (Comission of the EC 1990). How

ever free capital flows can at least partially act as an adjustment channel in the case of 

asymmetric shocks (Eichengreen 1990). In addition their effectiveness would be in

creased with correctly developed financial market structures. Von Hagen and Hammond 

(1995) suggest an arrangement that would be designed to channel income from countries 

in a boom relative to the EC average to countries in a relative bust. Based on simulations 

von Hagen and Hammond conclude that, if payments in an EC insurance mechanism can 

be based on an intricate econometric procedure, a system can be designed that works 

quite satisfactorily. However, the price of simplifying the design of the transfer scheme 

can be very high. Hence, they suggest that in a core group of countries1 the system could 

be easier to implement. Moreover, they argue that insurance against asymmetric shocks 

need not reduce the variability of output and employment over time. On the other hand, 

it should be noted that this model allows no generalizations and from a political view

point such an insurance mechanisms would be very difficult to implement. The model 

also contradicts the principle of ”subsidiarity”. Finally, capital in the firms could adjust 

through profit margins and mobility (Comission of the EC 1990). Financing adjustment 

can also consist of private and public finance. Public finance function through national 

budgets (borrowing) and central public finance (transfers), which both are considered to 

be inefficient channels (Bayoumi and Masson 1994). Private finance adjustment consists 

of capital flows among member countries.

In the international setting “Euro” is still variable against other currencies in the world, 

so in relation to third countries exchange-rate adjustment instrument remains in use. 

Within EMU countries with thin financial markets and weak currency as well as small 

firms will gain most from integrating financial markets. Elimination of exchange rates 

provides small firms better hedging opportunities (Atkeson and Bayoumi 1993). Moreo

ver differences in industrial structure, size and level of development (Casella 1995), or 

foreign trade patterns can significantly affect the balance of costs and benefits of one 

member country (Helg et al. 1995). On the firm level exchange rates represent risk. 

Exchange-rate risk is two-fold: on the one hand it creates hedging costs and exchange- 

rate losses, but on the other hand it also creates an opportunity to extra profits 

(Comission of the EC 1990). However from a viewpoint of one member country adjust-

1 Old members and Denmark.
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ment of exchange-rates does not provide opportunities for stabilization since the ex

change-rate might adjust according to the weighted average of member countries im

pacts, but definitely not according to only one member.

1. 3. 1. 3. Different sector, different phase of integration

Earlier it was argued that intra-industry trade would develop member state economies to 

become more similar in production. However integration in different sectors occurs in 

different pace. In EMU capital mobility is expected to increase among member countries. 

It can be assumed that even perfect capital mobility could be achieved (Armstrong et al. 

1996). Government bonds of the same maturity should be almost complete substitutes. 

Stockmarket will stay segmented in a certain way, because of different access to domes

tic and foreign information (Dermine 1996). Full integration cannot be achieved before 

behavior of consumers and firms has changed. This learning can be a lengthy process 

(Jones 1995). A reasonable assumption could be that in EMU the degree of integration 

at first is deepest in financial markets, still limited but increasing for goods and services, 

and low for labor (Comission of the EC 1990). It can be expected that financial market 

integration stimulates capital movements. This provides room for qualitative develop

ment of financial markets (Stiglitz 1993). Supply of larger scale of financial products 

creates better hedging opportunities and also further reduction of transaction costs in the 

form of smaller bid-ask spreads. Moreover economies of scale, technological change and 

greater competition have their own impacts on the banking sector (Dermine 1996). On 

the other hand differences in marginal effective tax rates result inefficiencies in corporate 

resource allocation between countries (Mendoza, Razin and Tesar 1994).

From the basis of these arguments, it can be argued that the fastest sector to develop is 

financing. So by developing it to stabilize asymmetric shocks, enhanced stability would 

be achieved earlier and easier. In addition, correctly developed financial markets provide 

better possibilities to production sector to integrate. As it can easily be seen there is no 

consensus over the efficiencies of stabilizing mechanisms. This study focus on observing 

enhancement of stability through structural development of financial markets and securi

ties. Next we take closer insight to financial issues of Europe and possible EMU ar

rangement.
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1. 3. 2. Financial aspects of European Union

Financial markets in Europe and their development consists of numerous aspects and 

demand a lot of research. Here insights are taken to the role of financing in European 

economic development, financial markets and shortly on the proposition of European 

Central Bank. It will become obvious that the literature of financial aspects is thin, al

though it is growing. Nevertheless it characterizes the main features of possible single 

financial market and in smaller extent the needed and realized changes. However the 

possible stabilizing role of financial market structures and instruments has not been sur

veyed.

Comission’s report “One market, one money” (Comission of the EC 1990) estimates the 

effects of elimination of transaction costs. Transaction costs could be divided into two 

major categories: “financial costs” consisting of bid-ask spreads and commission fees as 

well as in-house costs to companies operating internationally. Commission fees paid to 

banks from the trade between member countries will disappear and bid-ask spreads will 

decrease because of deeper markets and enhanced competition. In-house costs caused by 

for example producing accounting information in several currencies or treasury activities 

will vanish as far as Community currencies are concerned. On Community level saving 

estimates vary between 13,1 and 19,2 billion ECU (1990). When the amount is divided 

per firm savings will not grow very large ( Hakkarainen 1996 ). As a matter of fact, 

effects of in-house cost elimination can be divided to direct and indirect effects. The 

nature of the above mentioned in-house costs is direct. Important indirect effect is better 

economic transparency. In an environment of single currency monitoring of firms internal 

activities and subsidiaries as well as reporting and analysis of tasks in member countries 

becomes easier. This should enhance decision-making and evaluation of performance in 

firms that have operation in member countries.

It is evident that the single currency arrangement have indirect effects also in the Euro

pean financial markets. Straight interpretation of indirect in-house effects would suggest 

that analysis of European firms becomes clearer, financial information is given in “euros” 

and transparency improves evaluation of investment opportunities and financial decision

making (Comission of the EC 1990).
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The existing empirical literature on financial transaction costs in EMU is considerably 

thin and insufficient. Only the absolute effects have been studied closer. There have been 

no proper treatment for the implications of the imperfections or the overall development 

of single financial market. Obviously the single market will be largest highly integrated 

financial market in the world. This provides an environment also for the structural devel

opment of it and in that way even larger gain of integration.

1. 3. 2. 1. The role of financing in European economic development

However financial issues might have major impact on the development of Europe under 

a single currency. Recently, the role of financial issues like imperfections and institutions 

have been stressed in the discussion of regional development and growth. Greenwald, 

Levinson and Stiglitz (1993) have examined empirical consequences of these effects in 

the United States and concluded possible implications on the European context.

The traditional view of the implications of free capital mobility and a common currency 

suggests that interest rates across regions will be equal because of the arbitrage. Never

theless, the article argues that the traditional theory does not hold in a world of imperfect 

and asymmetric information. Instead, if local investors and financial institutions have 

superior information about investment opportunities in their region than outsiders, this 

will inhibit capital mobility and interregional arbitrage. There are two reasons for the 

restricted capital mobility. First, local investors and intermediaries have incentives to 

operate locally and take advantage of the superior information they have. Second, in

vestment opportunities passed up by local investors will tend to be adversely selected 

and, thus, those available to outside investors will have abnormally low rates of returns, 

inhibiting outside investment. These information-based differences between regions lead 

to suboptimal allocation of resources, but also leave a possibility to partially compensate 

the situation with monetary or other financial market interventions. In fact, this is the 

issue Greenwald, Levinson and Stiglitz examine in their paper.

First a model of financing structures is constructed and then its empirical implications are 

examined. The model economy consists of a bank, which has access both to local in

vestment opportunities, about which it has imperfect information, and to a national mar

ket for government securities. It is assumed that bank’s information about projects is
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superior to that of banks outside its region, but inferior to that of the local firms seeking 

financing. The likely efficacy of government financial market interventions is examined, 

when interest rates in the national government bond market are held fixed. The interven

tions surveyed include both direct subsidies to local banks and more traditional expan

sion of reserves held by regional banks (and hence regional money supply). Finally, it 

should be noted that the implications of the model depend on matters of institutional 

structure (e.g. seigniorage and government deposit guarantees).

In the empirical part the meaning of the informational asymmetries is characterized. It is 

found that with informationally segmented capital markets in the United States, deterio

ration in local conditions as a whole will impair the financial health of local banks 

(through loan defaults, etc.) which will reduce capital availability to and activity in other 

local industries. This, at least, shows that local banks are closely tied to local firms and 

that regional recessions are a significant economic phenomenon. Furthermore, it is ar

gued that regional imbalances suggest that there are significant barriers to capital mobil

ity. In practice adjustment to such imbalances seem to consist more of labor migration 

out of the depressed regions than of inward capital migration. Informal barriers to capital 

mobility are one clear explanation for these phenomena. The authors also survey possible 

policy implications of their findings. They argue that lending in these models is always 

suboptimal in simple welfare terms. For banks, there are not enough opportunities for 

sufficient sharing of lending risks by issuing equity. Hence, it is suggested that providing 

financial institutions with equity capital subsidies could increase welfare. The second 

suggestion concerns seigniorage. It is argued, that the subsidy directly passes to the 

institutions with the information to use it effectively as a basis for greatly amplified 

amounts of lending activity. Furthermore, it is argued that the seigniorage effectively 

takes the form of equity capital, which is the most difficult form of capital to raise in 

financial markets. Finally, the possible role of firms is taken into consideration. It is 

argued that the greater mobility of within-firm capital suggests that investment decisions 

of large multinational or national companies are an efficient means of funding regional 

development. The article clearly shows that structural arrangements in financial sector 

can have major impact in enhancing production. Furthermore underdeveloped financial 

markets seem to lead to a situation where shocks may propagate through insufficiently 

diversified banking sector.
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Further empirical evidence of the meaning of financing and asymmetric information in the 

European context is provided by Faini, Galli and Giannini (1993). In their “dependent 

region”-model, the case of Southern Italy is explored. The article emphasizes the impor

tance of correct structural arrangements in the financial sector.

Despite the massive government transfers and investment, productivity in both the public 

and the private sectors has lagged behind in South Italy compared to the North. Because 

of the subsidies, it cannot be argued that underdevelopment is due to lack of capital. The 

authors take information imperfections and asymmetries to the consideration and argue 

that those factors may affect the availability of capital in a crucial way mitigating growth 

and development. The key features of the “dependent region”-model are large govern

ment transfers, high wages and consumption, low productivity and persistent external 

deficits. According to the paper all these features could be found in the South Italy. 

Furthermore, there are differences in the efficiency of the financial industry, too. It is 

found that while the banks in the North are mainly medium-size, banks in the South have 

remained small, owing to the past policy of authorizing the opening of only tiny local 

banks. Operating costs as a share of total resources are measured to be 20% higher in the 

South than in the North. Average loan quality is considerably worse for Southern banks. 

Foreign currency lending, securities dealing and consumer credit have developed quite 

slowly in the South. The lending rates charged by Southern banks are higher than the 

national average by about 2%, while deposit rates are roughly the same. Finally, net 

profits, and thus equity, are considerably lower in the South than in the Centre-North.

When a closer consideration is made to examine reasons for the higher lending rates, the 

following causes are proposed. First, information problems are particularly heavy and 

customer mobility is low. Second, local banks are “informationally” sheltered (outside 

banks, less informed, have no resort to rationing practices in various forms). Third, the 

allocative efficiency of the banking system is lower (innovative firms tend to be excluded 

from external finance and must rely more heavily on retained earnings). Moreover, it is 

found that different banks are able to charge the same borrower significantly different 

rates. This mainly reflects banks’ operating costs and that the residual variance of the 

regression, in which banks’ and firms’ specific effects are fully taken into account, is 

high. The higher rates charged by local banks are explained so that local firms are 

“informationally captured” by local banks. The residual variance is interpreted to strongly
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signal of lower screening efficiency on the part of Southern banks. It is argued that these 

findings are not new nor entirely specific to Italy. In general, there are two layers in 

financial markets. In the upper layer, one finds mobile capital: securities issued by gov

ernments or other large borrowers, wholesale banking, etc. In the lower layer, there are 

bank loans, as well as deposits, which appear to be quite sticky. It is argued that in the 

lower layer the particular relation that develops between the lender and the borrower is 

of paramount importance and may be heavily influenced by geographical considerations. 

The empirical results suggest that the geographical proximity matters much in the South 

but not elsewhere.

If this article is compared to the one of Greenwald, Levinson and Stiglitz, it can be ar

gued that asymmetric information between lenders and borrowers and the assumption 

that ”outsider-banks” get bad loans hold in both articles. However, G-L-S assume that 

state subsidies could enhance welfare while the article of Faini, Galli and Giannini show 

that at least in Italy, there has been no help of subsidies. Faini, Galli and Giannni can be 

interpreted so that underdeveloped banking sector increases the informational problems 

while development of the sector would mitigate them. This indicates that enhancing the 

level of the development of banking sector would increase welfare and firms’ financing. 

It should also be noted that the role of equity financing is ignored. This absence gives 

raise to the agency costs and the optimal incentive structures of the firms cannot be 

achieved. Also business cycles and macroeconomic stability can be connected into this 

environment by arguing that insufficient risksharing of banks increases the level of 

macroeconomic fluctuations. This occur, since in recession the probability of banks’ 

bankruptcy increases too much leading to credit constraints, which leads to unnecessary 

large cuts in investment and deepening of the recession.

To overcome problems arising from banking sector, financial intermediation and appro

priate securities’ markets should be developed, also in the possible EMU regime. Next 

financial markets and intermediation in Europe are examined.

1. 3. 2. 2. Financial Intermediation in Europe: markets and banking

It has been argued that financial markets are the most integrated among different markets 

in Europe. In fact, financial markets have not been structurally integrated so deeply yet.
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That is why the aspects concerning this integration and its level have been studied. The 

European banking sector, instead, has experienced developments recently. These 

changes are also examined. Finally possible tasks of European Central Bank are reviewed 

shortly.

Secondary markets

Amihud and Mendelson (1991) have evaluated the potential features of the single market 

from a viewpoint of secondary markets, trading and capital raising. It is suggested that in 

an integrated Europe same stocks will be traded in regional markets as well as in a major 

European-wide market. The first proposed choice would be to adopt the system from 

United States. The U.S. market is based on regional and major markets which interact 

through intermarket linkage system. This system route orders across markets. It is ar

gued that liquidity is one very important feature for the new unified market so that in

vestors and traders would have incentives to place limit orders. Limit orders are basis 

for any continuous liquid market. Rules for trading should exclude exploitation of exter

nalities in setting limit orders and, also, preserve the incentives to placement of limit 

orders2. The approach of Amihud and Mendelson is based on the idea of decentralization 

of the trading process and on allowing the current trading mechanisms as well as addi

tional ones to compete. There are three principles which they believe will implement an 

operating trading system. First, the design of interfaces should integrate three subsys

tems: portfolio management, execution and settlement. The importance of allowing 

integration of functional as well as geographical market components is stressed. Second, 

competition between alternative locations and exchange mechanisms should be en

hanced. Different markets should be able to operate so that it is possible to execute 

orders simultaneously in various stocks at a single price for a single stock. Third princi

ple consists of flexibility in operation and easy access. The ultimate aim is to enable all 

users to have access to all publicly available information, to provide information sources 

to which they subscribe, and to their own order and portfolio data, all being supplied in 

real time.

The major concern under this approach is possible fragmentation of the European finan

cial markets. A market is fragmented when the results of order executions differ from the 

results that would have been obtained in a central auction market. In this case market
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structure is assumed to be regional with smaller markets and a major market. Mainly, the 

fragmentation occurs because markets do not interact well enough. In other words or

ders do not flow across markets or there is lack of arbitrage in the market. It is argued 

that the fragmentation problem arises also when two different securities whose prices are 

closely related are traded in two different markets, for example, spot and futures mar

kets. The prices of both contracts, written on the same underlying asset, are very highly 

correlated, but their prices are determined in two separate markets. This leads to price 

disparities which motivate trading activity to exploit these disparities. It is proposed that 

transactions should be cleared with a cross-conditioning of orders. Under this system it 

would be feasible to enter an order which is simultaneously conditional on the spot and 

futures prices, thus keeping them both in line and preventing the adverse effects of mar

ket fragmentation across assets. This article represented systemic view. However finan

cial market structure consists also of other mechanisms e g traded instruments.

Evaluation of the structure of possible financial markets under a single currency has been 

done by Dermine (1996). He gives an insight to the general structural effects of a single 

currency on European banking and money markets. He draws a picture of the possible 

dynamic changes in the European financial markets. The study reveals expected features 

of possible endogenous effects that EMU and the elimination of transaction costs might 

have on European financial market. According to the study the fragmented government 

bond markets will be replaced by an European consolidated market. From a viewpoint of 

financial intermediaries the main reasons for this are defined to be disappearance of 

access to home-base investors and expertise in national monetary policy. Furthermore 

national interest rate derivatives will be replaced by “euro”-based instruments. Change 

will not be as fundamental in the corporate bond and equity markets as in the govern

ment bond side. This is due to historical client relationships and assessment of credit risk 

of domestic firms, which will remain as competitive advantages. It is also argued that 

those two advantages will slow down the portfolio diversification among member coun

tries. Naturally, the argument does not concern investors who already operate on inter

national level. Institutional fund management will face major change. European level 

index-tracking funds are predicted to compete with research-based specific funds con

centrating on industries or countries. An international role of “euro” will facilitate the 

underwriting and secondary trading of bonds and equities issued outside EMU-area.

2 Special type of orders which are executed only after the price crosses the "limit value". They are 
used to ensure agent’s position in the market.
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Currency trading will diminish to consist of trading between “euro” and other curren

cies. The absence of exchange-rate adjustment instrument will effect on credit risk. The 

nature of domestic credit risk changes. In the case of domestic recession, there is no 

longer national monetary policy to soften it. This should encourage diversification of 

banks’ credit risk through lending or credit swaps to EMU-countries. Finally it could be 

argued that the indirect effects have not achieved the attention they should have when 

Europe is considering moving into EMU’s third phase. However these articles show that 

a single currency would cause major changes in the market, but that at the same time the 

macroeconomic aspect is still missing. When financial structures are modified there is a 

risk that system or instruments get unstable features (decrease trust to the system, in

crease price volatility etc.). Hence, there is one reason more to survey the possible role 

of financial market structures and instruments in macroeconomic setting. Finally it should 

be noted that Dermine’s article concentrates more on the market structure and does not 

examine banks so closely. Hence, the banking side of financial markets is examined 

closer next.

Development of banking in the European Union

EU governments have agreed on the free movement of capital allowing the creation of a 

single financial market. Recently, the real institution and economic development to 

achieve the theoretical goal has gained attention. Molyneux, Altunbas and Gardener 

(1996) characterize the new environment in the following way. First, aggressive banking 

competition in lending has led the banks’ earnings to become more dependent on fees 

and commissions. Second, the retail market has become driven increasingly by savings 

products with mortgages which are the principal source of loan growth. Third, an in

creasing proportion of income has and will continue to be obtained from trading activi

ties. Fourth, the financial services sector as a whole has become more efficient resulting 

from investment in technology, leading to job losses. Fifth, management has become 

more focused on cost and profitability than purely on size and market share. Sixth, capi

tal standards have improved. Seventh, the role of state has fallen and will continue to 

diminish, particularly in the bank ownership side.

It is possible to separate continental banking systems from those based on the British 

model. This division is based on the fact that in Germany, France, the Netherlands and 

Sweden, the financing system is based on intermediating institutions like banks. How
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ever, simultaneously there is a lack of secondary markets for different types of securities. 

On the other hand, in the United Kingdom the financing system is based on open mar

kets, where secondary change of, for example, corporate or government debt is more 

often possible. The UK system is called market-based system. Structural development in 

recent years is divided to two parts. First, deregulation in the European countries has 

stimulated changes by reducing entry barriers. In addition they have generated the re

duction of functional separation and the elimination of the compulsory specialization of 

banking institutions. Second, conduct deregulation and the prospect of increased compe

tition has had an indirect effect on banking market structure, to the extent that these 

changes have led to increased rivalry and lower profitability. In other words the perform

ance of institutions in a particular market is tied to the structure of that market. It is 

argued that every banking market in Europe has a group of dominant “core banks” which 

are recognised by both the authorities and the general public. Furthermore, in most 

European banking markets, there has been a trend for local and regional banks to form 

groups that could effectively compete against the national “core banks”. However, the 

banking market in Europe remains obviously highly concentrated because of the “core 

banks”. It is argued that European banking industry has characteristics common to an 

environment where volume is the main feature and where specialism is also important. 

For example, in the supply of traditional services, such as, retail banking, size could be 

more important to compete efficiently. Alternatively, many of the functions of investment 

banking have some specialized aspects. These aspects make the services non- 

homogenous and the relation between lender and customer specific, in particular when 

the customer is a local small or medium-sized institution. The main driving forces for the 

increased competition have been the need for banks to maintain and expand market 

shares, and profitability in a deregulating environment. This has been accompanied by 

increased concentration in certain cases.

This described development will continue and the sector will become even more effective 

under a single currency. The development of banking sector could enhance also the 

integration of securities’ markets. All in all enhanced competition increases effectiveness 

and lowers the cost of financing which both increase growth opportunities and ease the 

problems of asymmetric information described in the article of Greenwald, Levinson and 

Stiglitz. Next the role of central bank is briefly reviewed.
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1. 3. 2. 3. On the role of the European Central Bank in financial markets

Folkerts-Landau and Garber (1994) argue that recent financial market development is 

supported by central banks when they supply liquidity through the smoothing of over

night rates, support of the payments system, and provision of lender-of-last-resort assis

tance. In Europe these tasks should be offered by the European Central Bank. The ques

tion is complex because, on the other hand, the Central Bank’s role should be as narrow 

as possible. Narrow central bank cannot provide needed liquidity to ensure stability in the 

European financial markets. Folkerts-Landau and Garber provide two options for the 

Central Bank. First, The ECB can slow the spread of liquidity-intensive finance by re

stricting the development of securitized money markets. This may, however, produce a 

shift of financial activity offshore and lead to redenomination of financial intermediation 

in the most liquid outside currency, the US dollar. Alternatively, the ECB could leave the 

markets to internalize the increased risk of liquidity disturbances. In this case the cost of 

financial intermediation would rise and some activity would again shift outside the single 

market area. A preferable alternative would be to allow a gradual expansion of ECB 

activities to supply liquidity to financial markets. The risk to the ECB’s capital of being 

called upon to stabilize markets will then need to be contained through strengthened 

supervisory and regulatory policy. The studied discussion shows how complicated issues 

and institutions the stabilization mechanism and financial system, in particular, are. In this 

environment enhanced stability might be found by considering the origins and mecha

nisms through which shocks affect on the European Union level as well as a member 

state level and examine opportunities to mitigate them by constructing appropriate finan

cial intermediation and designing appropriate securities.

1. 4. Structure of the study

The brief review clearly shows that the literature concerning adjustment in EMU recog

nizes the rigidities of stabilization channels. However literature is often based on empiri

cal evidence, political objectives or weak theoretical arguments. These stabilization 

channels consist of wage flexibility and labor mobility. Furthermore the literature refer to 

the possible role of financing as a stabilizing channel. When the literature concerning 

European financial markets is examined, the stabilization role is not surveyed at all.
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Hence, the motivation of the study is to find and characterize the possible connection 

between financial markets and stabilization.

One opportunity to enhance macroeconomic stability in member countries is to develop 

financial markets. If the issue of increasing stability is studied from business cycles view

point it is found that business cycle propagation in the financial markets is due to agency 

costs. However these agency costs can be decreased (optimized) by developing interme

diaries and securities. Indeed, to introduce literature supporting this view is one of the 

objectives of the study. The other objective is to provide implications of the reasoning on 

EMU. Thus the starting point for the thinking structure for the study is the development 

of financial markets to achieve better stability.

The structure of the study is constructed on the basis of the following three separate 

issues.

• First, without developed financial markets agency costs (which derive 

initially from informational asymmetries) propagate economic fluctua

tions.

• Second, financial intermediation and security designs try to find solu

tions to overcome these agency problems.

. Third EMU and capital market integration generally enable the existence 

of such financial markets that mitigate agency costs.

Thus the structure of the study is the following. Chapter 2 surveys the problems of 

asymmetric information and agency costs. The problems of asymmetric information 

consist of Myers and Majluf -type of informational asymmetries, adverse selection and 

credit rationing. The problems of agency costs consist of Jensen and Mecling -type of 

agency costs. Finally generalizations of are made and agency costs are divided into three 

categories in the following way. First group consist of agency costs arising from the 

management's use of non-pecuniaries, the second group consist of costs arising from the 

incentive to transfer wealth between share- and bondholders by taking high-risk activities 

and the third group consists of costs arising from informational asymmetries when man

agement tries to raise additional capital from outsiders. In chapter 3 a deeper financial 

perspective to adjustment channel framework is taken by describing finance constrained 

business cycle literature. Finance constrained business cycle -models are based on an
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assumption that existing agency costs from all mentioned groups cause imperfections in 

financial markets which in turn propagate business cycles. Chapter 4 examines 

”resolving” agency costs with intermediaries. Agency costs between managers and in

vestors can be mitigated by delegated monitoring and with contracts derived from costly 

state verification models. Agency costs arising from asymmetrical information can be 

decreased by introducing information transmitting agencies which decrease the cost of 

capital. In addition investing entities can pool to fund only good projects. In chapter 5 

”resolving” agency costs is studied from a security design point of view. First the possi

bilities to mitigate problems of securityholders and management by the option contracts 

and the use of threat of liquiditation are examined. Second possibilities to overcome 

problems between equity- and debt holders with the design of contingencies in securities, 

covenants and warrants, are studied. Finally security designs decreasing asymmetric 

information are examined. Chapter 6 approaches the concepts of optimality in financial 

systems when agency costs are considered. The efficiency point of view is studied 

through endogenous growth literature. Then the literature concerning the comparison of 

bank- and market-based systems is reviewed. Finally summary and conclusions are pro

vided in chapter 7.

2. Problems of asymmetric information and agency costs

There is an interesting similarity in issues studied in finance constraint business cycle 

models and in the literature concerning security design, financial intermediaries and 

financial systems. These similarities are examined in this chapter. First the problem of 

asymmetric information is examined by introducing Myers and Majluf -type asymmetric 

information problem, adverse selection and credit rationing. Secondly agency costs 

defined by Jensen and Meckling are studied. Finally generalizations are made of these 

problems.

Generally, it could be argued that intuitively the phenomena studied in finance- 

constrained business cycle literature are the same that are also examined in the security 

design and financial innovation literature. Only the perspective differs. As mentioned 

before F-C business cycle literature examines these constrains as propagation mecha
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nisms. In the security design and financial innovation literature, instead, the objective 

varies. Allen and Gale (1994) argue that the main objective of financial innovation is to 

increase risk sharing possibilities, but they also point out at least two other important 

branches of financial innovation literature, namely security design decreasing asymmetric 

information and agency costs. There is not yet available literature that formally confirms 

the conceptual connection between literature of security design (decreasing asymmetric 

information and agency costs) and F-C business cycle literature. Nevertheless, Bose and 

Cothren (1996) construct a model which could give light to the connection between 

asymmetric information and macroeconomic factors. They examine endogenous growth 

and equilibrium loan contracts under asymmetric information. It is argued that changes in 

the level of financial sophistication (measured as cost of screening) affect growth rate. 

Results are paradoxical. It is shown that a decline in screening cost may lower growth 

rate of output. It is also shown that only when a threshold level of sophistication is 

crossed will the benefit of an advanced financial sector become evident in a higher 

growth rate. Evidently it is not possible to assume that security design (decreasing 

asymmetric information and agency costs) directly reduces macroeconomic propagation 

mechanisms and, hence, reduces macroeconomic fluctuations.

It would be interesting to form a hypothesis to examine the existence of the connection. 

However, here it is assumed that at some level and under some conditions the connection 

exists. So it is possible to argue that by decreasing agency costs also macroeconomic 

fluctuations decrease. The conceptual connection argument could be based on the simple 

fact that in both business cycle and security design literature the literature that is referred 

to concerning imperfections is mainly similar. In the case of imperfect/ asymmetric in

formation the referred articles are Myers and Majluf (1984) and Stiglitz and Weiss 

(1981). In the case of agency costs the referred article is often Jensen and Mecling 

(1976). The exact form of hypothesis that we can use to evaluate security design and 

financial innovation literature is presented as follows: first, financial innovation that 

decreases both Myers and Majluf- type and Stiglitz and Weiss -type of asymmetric in

formation and adverse selection costs, second, financial innovation that decreases Jensen 

and Mecling- type of agency costs. Basically, the hypothesis examines whether the lit

erature about imperfect information and agency costs is commonly interpreted similarly 

despite the context3. The existence of conceptual connection would intuitively enable the 

use of security design and financial market development to decrease propagation in the
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business cycles and to increase macroeconomic stability. In this chapter the problems of 

asymmetric information and agency costs are intuitively characterized. Understanding the 

natures of these problems is essential in surveying the possible securities and financial 

intermediaries mitigating their effects.

2. 1. The problem of asymmetric information

When a closer insight is taken, the problem of asymmetric information naturally turns out 

to be a complex one. Nevertheless, as mentioned before, the purpose is to concentrate on 

the Myers and Majluf -type of asymmetries, Stiglitz and Weiss -type of credit rationing 

and adverse selection.

2. 1. 1. Myers and Majluf -type informational asymmetry

The problem of asymmetric information in the article of Myers and Majluf (1984) is 

based on an assumption that management knows more about the firm’s value than po

tential investors. In the setting, it is assumed that a firm has assets in place and a valuable 

real investment opportunity. However, it has to issue common shares to raise the cash 

for the investment. Debt is not available. Furthermore, the investment opportunity will 

evaporate if it is not realized immediately. Managers act in the interest of old sharehold

ers and are assumed to have inside information of the value of the firm and its projects. 

Sometimes, the cost to old shareholders of issuing shares at a bargain price may out

weigh the project’s net present value and managers refuse to realize a profitable invest

ment. This possibility makes the problem interesting. Namely, investors that know that 

their knowledge of the firm is not perfect will interpret the decision not to issue shares as 

“good news” and to issue shares as “bad news”. If the firm finally decides not to invest 

because of these reasons real capital investment is misallocated and the firm value is 

reduced. Shareholders are assumed to be passive, meaning that they do not change their 

investment in the firm before, during and after investment process or even take part in 

the share issue. Thus the issue goes to a different group of investors. The asymmetry of 

information between investors and management is taken as a fact of life which is based, 

for example, on an assumption that transmitting information is infinitely costly. Moreo-

3Finance-constrained business cycle, financial intermediation or security design literature.
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ver, it is assumed that financial markets are perfectly efficient. Hence, information is 

publicly available and there are no transaction costs.

The model economy evolves in three stages. At the first date the information is still 

symmetric: management and investors have the same information of the expected values 

of asset-in place and expected value of investment opportunity. Expected values consist 

of projects and their probabilities, which are as well publicly known. At the second date 

the management gets informed of the nature of two equally probable states (so the man

agement knows asset-in-place and value of investment). Investors are left without the 

news. In addition, the old-owner value maximization decision is made by the manage

ment. At the third date the information is revealed publicly (everybody know the values 

of asset-in-place and investment opportunity). Examples show how the profitable in

vestment is rejected immediately if it is not so good that it increases the payoff of the old 

investors. On the other hand, if the investment is really profitable in every state of nature 

the management will issue shares, even though new shares must be sold for less than they 

are really worth. The reason for rejection is in the payoffs to the old share holders. If the 

firm issue despite the nature of the state, the market value of the firm will be the sum of 

expected values of new and old share holders weighted by the probabilities of natures of 

states. However, this is not the equilibrium solution to the problem. In the example 

observation of the payoffs to the old share holders reveal the following. On the better 

state the expected payoff turns out to be smaller than the value of the firm to the old 

shareholder without investing, because of the expected relative value of new shares 

(which is simply the relative share of new shares of the total amount of shares times the 

firm expected value in a certain state). When investors are aware of the possible invest

ment projects, they know that announcement of issuing shares signals the realization of 

the worse investment (otherwise, they would not issue; to maximize old owners’ wealth). 

Hence, the market value of old shares drops to the level which is equal to the firm value 

at the worse state. The decision to invest or not to invest depends on the relative values 

of asset-in-place and the net present value of investment opportunity. Investments that 

are profitable, but not large enough in relation to the size of the firm assets, are rejected. 

Myers and Majluf -type of informational asymmetry sets a minimum restriction to the 

value of investments that are worth for a certain size of a firm, although investment, 

otherwise, would be economically profitable.
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Finally, Myers and Majluf argue that to avoid situations of asymmetric information firms 

could finance their profitable investments by using financial slack. They define financial 

slack to be, for example, large holdings of cash or marketable securities, or the ability to 

issue risk-free debt. However, the model is based on assumption that there is no other 

possibility but to issue shares.

2. 1. 2. Adverse selection

In fact, it can be argued that Myers and Majluf -type problems derive from more general 

problem called adverse selection. This argument is based on asymmetry of information. 

In Myers and Majluf asymmetrical situation is attached to the situation where owner of a 

share does not know the real value of it in the case of an investment and interprets share 

or debt issue as a signal. In adverse selection model asymmetry of information makes a 

market to collapse (assuming absence of signaling), because buyer does not know the 

quality of the car he is buying. In addition, it must be mentioned that there are plenty of 

variations of the problem of asymmetric information, therefore, to conduct these differ

ent asymmetric information approaches under same observation, the basic adverse selec

tion model (Akerlof 1970) is intuitively characterised.

The model consists of a market for new and old cars. It is assumed that there are only 

four types of cars. There are new cars and used cars, good cars and bad cars. A new car 

can be good or bad as well as used car. The individuals buy a new car without knowing 

whether the car they buy is good or bad. But they do know that with some probability it 

is good and with another probability it is bad and, naturally, the car is either good or bad 

(the sum of probabilities is 1). After buying the car the owner can form an opinion of the 

car and realize if it is bad or good. So, there is an informational asymmetry: the seller 

knows the quality of the car while the buyer does not know the quality. Nevertheless, 

good cars and bad cars must still sell at the same price, since it is impossible for the 

buyer to tell the difference between good or bad car. Also, it is apparent that a used car 

cannot have the same valuation as a new car. The reason is clear: it would be advanta

geous to trade a bad car at the price of a new car and buy another new car with higher 

probability of getting a good one. Thus the owner of a good car must be locked in. Not 

only is it true that he cannot receive the true value of his car, but he cannot even obtain 

the expected value of a new car. Naturally, the most cars traded will be bad ones while
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good cars may not be traded at all. The bad cars could be said to drive good cars out of 

the market. In this setting the price is not flexible. So, it is assumed that the demand for 

used cars depends on two variables: price and quality. Hence, as the price falls, the qual

ity will also fall. However, it is still possible that there is no market because bad car 

drives not-so-bad car out of market and so on the whole market collapses. Clearly, the 

informational asymmetry causes the absence or collapse of the market. Costs of dishon

esty consist of the amount by which the buyer is cheated and, also the costs incurred 

from driving legitimate business out of existence. Finally, Akerlof suggests that there has 

to be a supervising device that creates trust and enables honest trade. It should be em

phasized, that this intuitive description should give an idea what affects behind different 

applications of asymmetric information.

In contrast to Akerlofs model, asymmetric information is not so powerful in the Myers 

and Majluf model. In the Myers and Majluf article shareholder has already bought a share 

and is in a situation where he would like to sell it4 (like a car buyer). At the same time the 

firm is making an investment which is altering the value of the firm (hence nobody knows 

the quality). In the Myers and Majluf model, there is signaling. The issue of debt or 

equity reveals information of the quality and price is flexible and reacts. So the Myers 

and Majluf differs from the Akerlofs model, in a sense, that it is a sophisticated version 

of the adverse selection model.

2. 1. 3. Credit rationing

The third, phenomena surveyed to characterize the effects caused by asymmetric in

formation is credit rationing. It is explained by considering why profit maximizing 

banks would tolerate an excess demand for loans rather than raising the price for 

credit, Stiglitz and Weiss (1981) developed a model in which a bank’s expected profit 

is not monotonically increasing5 in the loan interest rate. The nonmonotonicity can

4 i.e. shareholder wants to maximize share value and the value will be realized only when the share is 
sold.
5 Monotonically increasing means, here, that increases in interest rates always lead to decreases in 
expected profit.
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stem from adverse selection or agency costs6. When the bank raises its loan interest 

rate, the safer borrowers drop out of the credit market before the riskier borrowers do 

because the safer borrowers’ greater likelihood of repaying their loans makes them 

more sensitive to the loan interest rate. Consequently, the bank recoqnizes that an in

crease in its loan interest rate causes the borrower pool to become riskier, and it may 

discover that its expected profit peaks at an interest rate that is less than that needed to 

clear the market. Entrepreneurs know the risk of their investments while banks do not, 

hence banks choose to begin credit rationing. It is argued that if bank loans are some

how unique and not replaceable by alternative credit sources, then credit rationing by 

banks will depress capital investment and retard economic growth7. Moreover, if fi

nancial markets, with price-taking agents competing to provide funds, are less prone to 

ration credit, one might be tempted to conclude that encouraging the development of 

the financial market as a viable alternative to banks could result in higher aggregate 

investment. But such a conclusion would be premature since credit rationing models 

have not explicitly surveyed the incentives that lead to the endogenous determination 

of markets and institutions within a financial system. Furthermore it is argued that be

cause a firm earns good reputation (which ensures good loan terms) by properly re

paying debts, there is no incentive to take projects that are in riskier pool. Hence, in 

this work it is assumed that neither intermediaries nor markets exclude each other. This 

is assumed because the reason for the existence of banks and financial markets is not 

explored. It is totally different issue to examine the reasons for the existence of these 

institutions than examining their ability to solve some problems. So the institutions are 

taken as given. Here the focus is strictly on which are the devices that better solves the 

problems of asymmetric information or agency costs. Next, the focus is turned to the 

problems of agency costs.

2. 2. Problems of agency costs

Jensen and Meckling (1976) define agency relationship as a contract under which the 

principal engages the agent to perform some service on her behalf. Service could be, for 

example, delegated management task of a firm to the operating management made by the 

owners. The problems occur when the interests of these two groups (principal and agent) 

are not equal. Agency costs are defined to be the sum of principal’s monitoring expen

ditures, agent’s bonding expenditures and residual loss. The residual loss is defined to

6 Which arise from conflicts of interest e.g. between lender and borrower.
7 See Thakor 1996.
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exist because of the divergence of the interest of the principal and the agent. The amount 

of residual loss is equal to reduction the principal’s welfare because of the divergence. 

Agency costs occur between shareholder and management, lenders and management and 

between shareholders and lenders.

Agency costs between shareholders and management will be generated by the divergence 

between interest of management and shareholders. The divergence arises, because man

agement has to bear only a fraction (which is equal to his degree of ownership of the 

firm) the costs of non-pecuniary benefits he takes out in maximizing his own utility. The 

non-pecuniary benefits are, for example, the physical appointments of the office, personal 

status, relations and respect. The maximum agency problem occurs when the manage

ment does not own at all the shares of the firm they are working in. The nature of the 

problem is that when management does not get all the wealth from their decisions, the 

level of effort to find out the best projects etc. will decline. However, activities that are 

not value-maximizing from the shareholders point of view can be reduced (not elimi

nated) by arranging costly monitoring activities. It is shown that the owner bears the 

entire wealth effect of the expected monitoring costs. When the mechanism is known by 

the investors the share price will reflect the monitoring costs. Nevertheless, the share

holder finds the monitoring desirable as long as the increasing wealth is larger than the 

cost of increased monitoring. In the model, it is assumed that there are no taxes or credit, 

and outside equity is non-voting. In addition there are no such instruments like preferred 

stock etc. The outside owner gains utility from the firm only through share price 

changes. The managers’ wages are constant and there exists a single manager with par

tial ownership interest in the firm. The starting point is a situation where the manager has 

100 percent ownership in the firm. He has also chosen the combination of possible non- 

pecuniaries8 and the absolute value of the firm to maximize his own wealth. When the 

manager sells his shares of the firm, his fraction of the absolute value of the firm declines. 

However, his preferences do not change, hence, he tries to substitute the loss of owner

ship with non-pecuniaries. This decreases his effort and the market value of the firm 

further. Now, for the manager consuming one unit of non-pecuniary does not cost one 

unit of firm value. Without monitoring the manager will increase the use of non- 

pecuniaries, which causes the loss of firm value. The monitoring methods include audit

ing, formal control systems, budget restrictions etc. With costly monitoring owners can

8 Non-pecuniaries like, the physical appointments of the office, the level of employee discipline, 
status, etc.
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restrict the manager’s consumption of non-pecuniaries. As a consequence, the firm value 

increases but is mitigated by the cost of monitoring. Finally, it is argued that agency costs 

are case-depended. It depends always on the firm structure and other details (e.g. the 

nature of the management-style) how costly and detailed monitoring and bonding activi

ties should be.

The agency costs associated between lenders and management are the opportunity 

wealth loss caused by the impact of debt on the investment decision of the firm, moni

toring and bonding costs and the bankruptcy and reorganization costs. The effect on 

investment is the following. Assume that a firm with equity of one unit of money bor

rows 100 units of money and that the manager operates in the interest of the owners 

(e g. because he owns a fraction of the firm). The manager has an incentive to take a 

risky project which might have large positive payoff and on the other hand large negative 

payoff. The manager takes the risk because a predetermined sum has to be paid to the 

lender and the rest accrues to owners. In the case of negative payoff the lender bears the 

consequences. It should be noted that either the manager owns a part of the firm or that 

it is simply an assumed fact that the manager operates in the interest of the shareholders. 

Jensen and Meckling argue that adding covenants to debt contracts would solve the 

monitoring problem of lenders. By covenants it would be possible to restrict managers 

decisions in the way that investment decisions would not harm lenders. However com

plete hedging through covenants is not possible because of the costs specifying the right 

conditions, writing and enforcing them. Furthermore, in certain situations covenants limit 

management’s ability to take optimal decisions, which lead to reduced profitability of the 

firm. The marginal cost of the optimal covenant would be equal to the marginal moni

toring benefit. The costs of the covenant are not real because they are taken into account 

already in the price of the debt claim. The probability of bankruptcy affects the firm 

because it is not costless. When the probability of bankruptcy increases it affects ad

versely the price of the debt in the secondary markets, which naturally decreases the 

wealth of the lender (debt holder). Furthermore, it is argued that reorganization costs 

are only a part of the costs associated with bankruptcy.

Finally, Jensen and Meckling argue that the incentive effects of warrants might offset to 

some extent the agency costs of risky debt because they enable the debt holders to
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achieve the wealth reallocated to share holders by converting debt to shares. However, 

the issue is not examined further.

The manager can define the optimal capital structure for the firm by evaluating the 

agency costs of debt and equity at the fixed level of his ownership. By summing up the 

total agency costs of equity and debt, it is possible to construct a function of total agency 

costs of the firm. Then it is a question of minimization to obtain the optimal solution. 

The function of total agency costs of equity is increasing when the fraction of outside 

financing obtained from equity increases. On the other hand, when the fraction of equity 

financing increases the agency costs of debt holders decrease. This occurs because of 

two reasons. First, as the amount of debt decreases it is more difficult to reallocate 

wealth to the share holders (to take high payoff projects). Second, if the manager is also 

a share holder and outside amount of equity increases his fraction of the ownership de

clines simultaneously with the incentive to act in the share holders' interest. Obviously, 

the minimum of the combination of these two functions is then existing.

Finally, as well as adverse selection in the case of asymmetric information affects security 

design, moral hazard plays the same role in agency costs. In general, moral hazard is 

mainly a term that characterize the problem created by asymmetrical situation between 

involved agents. In other words, agency costs etc. are a kind of realizations of moral 

hazard. Nevertheless, it should be emphasized that, strictly speaking, Myers and Majluf - 

type asymmetric information and also adverse selection are agency costs. Particularly, 

Myers and Majluf -type asymmetric information is agency cost between share holders 

and bond holders. There is no reason to examine moral hazard closer because, finally, in 

the literature about financial markets (F-C-business cycle and security design) it mainly 

concerns the issues introduced here. Naturally, it is impossible to carry all these details 

through when possible mitigating devices are examined. Hence generalizations have to 

be formed.

2. 3. Generalizations

Basically it is true that asymmetric information is one reason behind agency costs. The 

problem in both is that there are two agents who both want to maximize their wealth in a 

situation where e g. debt contract has to be made and another agent has informational
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advantage but not the resources that the other agent has. This asymmetry leads to less 

than optimal solution.

When finance constraints business cycle models will be considered, the propagating 

problems will turn out to be credit constraints (because of cost of capital and rationing), 

asymmetric information and agency costs. It could be thought that in credit rationing 

models the underlying problem forms between lender and the owner-shareholder and it is 

tried to be solved by rationing. Asymmetric information problem forms between lenders 

and borrowers. Agency costs used in finance constraint business cycle models will be 

standard costs mentioned when agency costs were studied. Hence it is worth creating 

unifying generalizations of the basic agency problems. These generalizations can be 

arranged to form three different categories.

1. Partial ownership of the firm by owner-managers may provide an incen

tive to consume non-pecuniary benefits beyond that which a sole owner 

would consume optimally.

2. The existence of debt financing under limited liability creates an incentive 

to stockholders to engage in high-risk activities that transfer wealth from 

bondholders to stockholders.

3. There is a problem of asymmetric information. The problem arises when 

management, which is presumed to be acting in the interest of existing se

curity holders, attempts to raise additional capital from outsiders.

The literature concerning finance constrained business cycle models, financial interme

diation and security design is examined by assuming the division of agency costs under 

these three categories. In this way it is possible to characterize the different roles agency 

costs have in finance constrained business cycle models and the effect of the develop

ment of financial markets on agency costs. It should be noted that the objective is to find 

improvements to the existing institutions and securities to mitigate macroeconomic fluc

tuations, although it will become obvious that the whole banking system is developed to 

decrease agency costs by enhanced monitoring. In the case of securities' markets, we are 

not looking for the reason of existence, but trying to find how securities should be devel

oped to minimize agency costs.
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For securities markets there are numerous functions e.g. risk sharing and trade of corpo

rate control etc. From agency cost viewpoint reasons for markets to exist can be divided 

to three categories9. First to financial unification. This involves the uniting of the owner

ship interests of the firm’s stockholders and debtholders. Interests are united when each 

of the stocholders buys a fraction of the bonds of the firm that corresponds to each of 

their fractional interests in the stock. This could be described to be collective ownership 

of all the outstanding securities irrespective of their form. After unification the conflicts 

of interests would vanish (management simply maximizes the total value of the firm not 

the value of only shareholders). The second mechanism could be called informal reor

ganization. It means that management adjust to an optimal capital structure by informally 

reorganizing the firm through e.g. issuing common stock and using the funds to repur

chase the bonds of the firm at prevailing capital market prices. In this way agency prob

lem associated with a bondholder-stockholder conflict at a discrete point in time can be 

avoided by adjusting the ratio of debt to equity to an optimum just prior to the occur

rence of the event. Such an event can be, for example, default in interest payments. The 

third mechanism is obvious. By issuing side securities called contingent contracts agency 

costs can be avoided. Contingency means, for example, that the security is guaranteeing 

that the firm will follow a predetermined investment strategy that maximizes the total 

value of all its securities and avoid agency costs.

From a agency cost viewpoint these mechanisms give reason for the existence of a secu

rities markets. In fact without securities markets the agency costs could grow to be 

prohibitely large.

2. 4. The problem of time

However, before proceeding to examine the finance constrained business cycles and 

ways resolving the agency problems it should be noted that in these articles time has 

been considered in different ways. Indeed an article of Cambell and Chan (1992) takes 

up an interesting observation. Namely, they argue that the problems of asymmetric in

formation and agency costs are ex ante problems while the proposals concerning re

solving these problems are ex post models. As it will be seen this holds quite well 

without a few exceptions when some special cases are surveyed. The phenomenon de

scribed by these problems could be removed when entrepreneur finance themselves,

9 See Bamea, Haugen and Senbet (1985). 34



but whenever there is a distinction between entrepreneur and investor these problems 

are present in some degree. When the removal is not possible the objective is to find 

the most efficient second-best solutions to the problems. Hence, the literature which is 

studied seek the efficient arrangements to decrease the imperfections without resolving 

ex ante problems but exploring of ex post possibilities of mitigation. In finance con

strained business cycle models, which are examined next, agency costs effect the 

propagation of the cycle ex ante which is similar also to their true nature. Hence there 

is no conflict with time.

3. Finance constrained business-cycle models

In this chapter the role of agency costs in the propagation of macroeconomic business 

cycles is studied. This chapter provides arguments that support the first basic issue in the 

structure of the study. The first basic issue argues that without development of financial 

markets agency costs propagate economic fluctuations. The objective of the chapter is to 

characterize the role agency costs play in macroeconomic fluctuation mechanisms.

Satya P. Das (1993) summarizes the basis of the finance-constrained business cycle 

approach in the following way: “ The role of the financial system is recoqnized in the 

General Theory but not fully developed... Later on research on the implications of the

financial system for real activity was pushed back due to various reasons: .....  the

Modigliani-Miller Theorem implying that financial structures may not matter..........since

the 1980’s new empirical studies linked the performance of the financial system with 

output fluctuations as well as theoretical advancements in the economics of information. 

Various types of asymmetric information between potential lenders and borrowers form 

the basis of the existence of financial intermediaries and many imperfections observed in 

the financial markets. There are also models of business fluctuation in the presence of 

asymmetric information and capital market imperfections.”

Mainly two reasons have given the base for the emergence of financial constraint ap

proach. Namely, the Great Depression and the works of John Maynard Keynes. Never
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theless deregulation and developments in Eastern Europe and development countries 

have also had their impact on the development of the issue.

Hillier and Worral (1996) provide an insight to imperfections of the financial markets and 

their consequences on the macroeconomic stability. The argument they provide, is based 

on the assumption that financial factors may affect real variables like investment and 

output in an environment of informational asymmetry and agency costs. The Great De

pression in the 30’s is referred to as an example of the importance of financial factors. 

“The high level of borrowers’ debt built up during the period of prosperity made econ

omy vulnerable to the ensuing downturn which led to a wave of bankruptcies which, in 

turn, enhanced the downturn” (Hillier and Worral 1996). Moreover Bernanke (1993) 

argues, on the basis of Barry Eichengreen’s works on the Great Depression, that mone

tary factors have significance when the causes for the Great Depression are surveyed. 

Hillier and Worral also highlight an argument of Keynes about inefficiency of wage and 

price flexibility to stabilize economy. The model introduced in the article concludes that 

with informational asymmetries i.i.d. shocks to productivity produce cyclical responses in 

investment and output. The reason for the persistence is that a good (upward) shock 

increases borrower net worth, reducing monitoring costs and increasing investment and 

future net worth, and naturally the opposite for a bad shock.

The finance constraint business cycle literature could be divided into two main streams. 

First, there exist literature that examines theoretical reasons for the connection of micro- 

economic financial imperfections and macroeconomic business cycles. In the second 

stream, the literature that could be interpreted to provide empirical evidence about the 

meaning of the imperfections for the business cycles is examined. It can be argued that 

the literature has developed in a certain pattern. Until recently there has not been such 

theoretical models that could have been used to properly measure the phenomenon em

pirically. However now the emphasis of the finance constraint business cycle literature is 

shifting to explore empirical applications that can be verified with theoretical models. 

Theoretical models are surveyed first and then empirical literature is studied.

3. 1. Theoretical models
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There is significantly recent literature giving theoretical foundations and models on the 

role of financial factors in explaining business cycles. However this literature observes a 

diversity of issues. First, there are a couple of common mechanisms which act as busi

ness cycle transmitting devices in the models. These mechanisms concern credit con

straints, monitoring problems and financial intermediation. Second, viewpoints differ 

from model to model. Some of the models stress only the business cycle or the macro- 

economic side while others concentrate on describing closer the mechanism and even 

international dimensions are surveyed. Nevertheless, the introduced literature shows how 

the modeling has been developing and achieved a state where the observation could be 

directed to examine more the empirical evidence. Furthermore the earlier models stress 

the demand side restrictions while only recently the supply side has been added to the 

business cycle transmitting mechanism.

First, finance constraint consisting of unavailability of credit is examined closer. Green- 

wald et al. (1984) argue that the effective marginal cost of capital may experience large 

cyclical fluctuations and that these fluctuations in turn play an important role in explain

ing studied patterns of cyclical behavior regarding to both investment and prices. In the 

article, it is argued that many firms face credit constraints, thus, it is the availability of 

credit, not the price which restricts their investment. In addition it is argued that firms 

which are not credit constrained may still face an increase in the effective cost of capital, 

which induces them to reduce their investment. The reasoning behind their model is 

roughly the following: the negative signal associated with issuing equity means that the 

cost of equity is prohibitive for many firms. Thus, the effective marginal cost of capital is 

the marginal cost of debt which consists of the monetary cost of interest plus the mar

ginal cost increase in expected bankruptcy cost associated with additional debt. The 

model is clearly an application of agency cost concerning asymmetric information when 

management tries to raise additional capital from outsiders. The latter bankruptcy cost 

will increase as a firm faces unexpectedly adverse economic conditions. In the model, it 

is shown that the effective marginal cost of capital may experience much larger cyclical 

fluctuations than either of the basic (real interest-rate, price of equity) variables. These 

fluctuations in the effective marginal cost of capital in turn play an important role in 

explaining examined patterns of cyclical behavior regarding both investment and prices. 

Finally, the time horizon is extended by assuming that when current prices affect also 

future demand, firms will maximize profits with a price at which short-run marginal costs
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lie above short-run marginal revenues. The gap is filled by the contribution of lower 

prices to future profits. Under these circumstances, an increase in the cost of capital 

reduces the present value of any future market position and will lead to an increase in 

current prices. This leads to a conclusion that as a recession begins the tendency towards 

higher prices might well counteract the effect of falling demand and account for price 

stickiness. The model shows the mechanism and the connection between micro and 

macro levels. However, the characterization relies heavily on the cost of capital, leaving 

the recognizing of the initial constraint to future work.

The basic mechanism can be developed further by adding a financial intermediary which 

monitor the borrowers and implements credit rationing. This way the role of asymmetric 

information becomes clearer in propagating business cycles. Williamson (1987) construct 

an equilibrium business cycle model in which financial intermediation plays an important 

role in business cycle phenomena. The role of intermediation is emphasized because of 

the existence of asymmetric information and monitoring costs. In the model, asymmetric 

information and costly monitoring imply that financial intermediation emerges as the 

dominant vehicle for carrying out borrowing and lending. Again this refers to the agency 

cost caused by asymmetric information when management tries to raise capital from 

outsiders. When the model economy is subjected to real disturbances (disturbances to the 

riskiness of investment projects), it exhibits equilibrium business cycles with the follow

ing features. First, real output is serially correlated. Second, intermediary loans and a 

nominal monetary aggregate lead output10. Third , risk premia11 and real output are 

negatively correlated. Fourth, business failures and real output are negatively correlated. 

Fifth, the price level and real output are positively correlated. Sixth, the difference be

tween the price level and its expectation is positively correlated with real output. Exam

ined money-output correlations are generated through the endogenous response of inside 

money to exogenous disturbances. It is assumed, particularly, that an one-time increase 

in outside money in the model is neutral. The monetary disturbances can induce cyclical 

behavior, in the model, if expected rates of return depend on the current money supply. 

However, such monetary disturbances induce comovements among time series in the 

model that are, in part, inconsistent with the empirical evidence. In equilibrium, moni

toring costs are incurred by financial intermediaries only when borrowers default on their 

debt, which plays an important role in propagating real shocks. Propagation occurs in

10 Output decisions are based on financial conditions.
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part through a credit supply effect (credit rationing11 12). The amount of rationing fluctuates 

over the business cycle. The credit supply mechanism acts in the model simultaneously 

with an intertemporal substitution effect13. Financial intermediation matters in the model 

in the following way. In the absence of monitoring costs, intermediation plays no role, 

but in this case stochastic changes in the riskiness of investment projects will not produce 

cycles. Therefore, impulses that generate business cycles in an economy with financial 

intermediation do not produce cycles without intermediation. Also, the explicit role for 

financial intermediation in this model permits a parsimonious explanation, for example, 

for comovements among business failures and risk premia, which are difficult to explain 

with other models. The major contribution of the article is the observation of monitoring 

costs and endogenous financial intermediation, and showing their impact on business 

cycles propagation. This article is considered one of the “benchmark" articles of this 

branch of literature. It clarifies the role intermediation in the transmitting mechanism. 

After this article the literature turns to examine the role of agency costs.

In fact, a branch of literature which is based on agency costs and the interactions of firm 

net worth and macroeconomic cycles developed. This branch examiness closer the role 

of a firm as an economic agent. Indeed, Bernanke and Gentler (1989) construct an im

portant finance-constraint business cycle model. The particular balance sheet variable 

upon which they focus is borrower net worth. Net worth is important from the following 

reason. Whenever there is an asymmetry of information between borrowers and lenders, 

optimal financial arrangements will typically entail deadweight losses, relative to the first- 

best perfect-information equilibrium. Deadweight losses consists of agency costs con

cerned with asymmetric information and management’s interest to use non-pecuniaries. 

These costs could be divided to a higher cost of external and lower cost of internal fi

nance. It is argued, that for most standard principal-agent models, it is true that the 

greater the level of net worth of the potential borrower, the less will be the expected 

agency costs implied by the optimal financial contract. Thus periods of financial distress 

(low borrower’s net worth position) are also times of relatively high agency costs in 

investment. At the macroeconomic level, the proposition that borrower net worth and 

the agency costs are inversely correlated has at least two significant implications. First, 

since borrower net worth is likely to be procyclical (borrowers are more solvent during

11 When the riskiness of projects increase, increases also the cost capital. Difference between cost of 
capital for safe project and risky project is called risk premia.
12 Credit rationing is a way to substitute constrained monitoring possibilities.
13 An increase in the anticipated real rate of return causes agents to consume less leisure.
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good times), there will be a decline in agency costs in booms and a rise in recessions. It is 

shown that this is sufficient to introduce investment fluctuations and cyclical persistence 

into an environment which is rigged to exhibit neither of these features when agency 

costs are not present. Hence, it is argued that a kind of an accelerator effect emerges. 

Second, shocks to borrower net worth which occur independently of aggregate output 

will be an initiating source of real fluctuations. Furthermore, it is argued that the aggre

gate effects of productivity shocks could be asymmetric, since the agency problem may 

only bind on the “down” side. This model was developed further in several articles, each 

stressing different sides of the problem.

First the limits of the net worth mechanism were examined. This approach shows how 

the mechanism can prevent economy from developing optimally in a situation where the 

firms developing or recovering from recession. Bernanke and Gertler (1990) argue that 

financial fragility occurs when entrepreneurs with a good investment project have low of 

net worth. This creates need of external finance which raises agency costs. These agency 

costs consists of two types. First of costs concerned with the interest of shareholders to 

take risky investment at the expense of bondholders and, second, agency costs concerned 

with raising capital from outsiders. These agency costs lead to lower investment. The 

basic reasoning of the model shows that the less the wealth of the borrower can contrib

ute to the funding of his investment project, the more his interests will diverge from 

those of the lenders. A financially fragile situation is defined to be one in which potential 

borrowers (those with the greatest access to productive investment projects, or with the 

greatest entrepreneurial skills) have low wealth relative to the sizes of their projects. 

Such a situation (which might occur, for example, in the early stages of economic devel

opment or in a prolonged recession) leads to high agency costs and thus to poor per

formance in the investment sector and the economy overall. In this environment, entre

preneurs perform costly evaluations of potential projects and then undertake those proj

ects that seem worthwhile. This process gives entrepreneurs inside information, which 

gives raise to the form of agency cost that causes costs to raise capital from outsiders. 

These costs together affect the net worth position of the entrepreneur, which is reflected 

in the “creditworthiness” of the firm. It is shown that, in general equilibrium, both the 

quantity of investment spending and its expected return will be sensitive to the credit- 

worthiness of borrowers. If borrower net worth is low enough, there can be a complete 

collapse of investment. This article characterizes possible absolute dangers and outcomes
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when the mechanism is examined from the net worth basis. It does not give more light to 

the relations in the mechanism. Nevertheless there are other articles that add more fea

tures to the consideration.

The next feature is to allow borrowers and lenders to access an on-going relationship, 

this happens by introducing debt renegotiation in a multiperiod context. Gertler (1992) 

develops a framework in which shifts in aggregate economic fundamentals are amplified 

through their impact on financial conditions. An important feature of the model is that 

output and borrowers “financial capacity” (the maximum overhang of past debt they may 

feasibly carry) are determined jointly. Expectations of future economic conditions affect 

financial capacity. Financial capacity may constrain current production, especially in bad 

times. The model permits borrowers and lenders to enter on-going relationship. As a 

consequence, the costs14 of investment finance become dependent not only on a bor

rower’s financial assets but also on the present discounted value of his project earnings in 

the following periods. The possibility of rescheduling unpaid debts effectively permits 

expected earnings past the lifetime of the initial loan to serve as a collateral. This sug

gests how tightly credit constraints depend not only on current cash flow, but also on 

anticipated future profits. This indicates that credit rationing depends also on future 

profits. From agency costs viewpoint the cost is connected to the costs of asymmetric 

information and management’s use of non-pecuniaries. Since the anticipated future prof

its are potentially quite variable, the framework is capable of motivating large swings in 

the premium for external funds. Through this kind of mechanism, small but persistent 

shifts in macroeconomic fundamentals may induce large fluctuations in financial con

straints, which in turn are transmitted into potentially large fluctuations in output. In the 

model, it is assumed that only the entrepreneur knows directly the output of his firm. 

Outsiders, like lenders and third parties, can costlessly observe investment and capacity 

utilization. Therefore, it is possible to write contracts that are contingent on inputs, but 

not on output. This asymmetry is the basis for the fluctuation mechanism. Furthermore, 

an optimal multiperiod financial arrangement is studied in the article. The contract is 

designed to maximize entrepreneur’s expected final wealth subject to a set of incentive 

and feasibility constraints, and the requirement that the intermediary’s expected return on 

over the lifetime of the arrangement is equal to its opportunity cost. The optimal contract 

specifies the state-contingent values of the observable variables, investment and capacity 

utilization, and the state-contingent pay-offs to each party. Despite the optimal contract,
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at macroeconomic level a financial propagation mechanism emerges. The mechanism 

amplifies the effects of shocks to the economy by introducing simultaneous feedback 

between current and expected future output. It is shown that improvements in the eco

nomic situation relax the financial capacity constraint and, on the other hand, decline 

means more binding constraints. The role played by the firm has been developed further 

in the following articles.

In fact, the role of asymmetric information among agency costs becomes emphasized. 

Namely, also the firm faces risk of default in making production decisions in the presence 

of asymmetric information. For the first time, also the firm’s side of the asymmetric 

information problem is characterized. Previously firms always had only problems of 

getting financing because of the costs. Now the focus is on the firm’s willingness to take 

risk when the asymmetric information affects its risk in production. Firms recognize the 

level of effecting agency costs and they try to minimize (optimize) the level of the costs 

by altering the level of production and, thus, the level of working capital. Greenwald and 

Stiglitz (1993) introduce such a model of macroeconomic fluctuations based on imper

fections arising from asymmetric information in financial markets. It is argued that 

changes in firms’ perceptions of the risks and in their net worth position can have poten

tially large effects on their willingness to produce. The shifts in one firm’s supply curve 

become translated into shifts in the demand curves facing other firms, and through this 

mechanism shocks to one agent get transmitted to others causing fluctuations. It is as

sumed that firms are risk-averse, with limited recourse to equity (because of asymmetric 

information etc.) and that they always pay a fixed dividend on existing shares. Further

more, it is assumed that firms act as if they are averse to risk. This increases the prob

ability of bankruptcy, which in turn increase, for example, agency costs involved between 

shareholders and bondholders. It is also assumed that there are imperfect futures mar

kets, production takes time and inputs have to be paid before goods are sold. Hence, 

every production decision is a risky decision. It is shown that more production means 

more risk which increases the probability of bankruptcy. Hence, the basic idea behind the 

model is that the increase in bankruptcy probability shifts aggregate supply to the left, 

decreasing output. In the firm, output is basically determined by the level of equity, and 

movements in output over time will be driven by movements in the level of equity. The 

model stresses the role of supply side in the source of fluctuations. When different risk 

characteristics affect the firm’s ability to produce, leads this supply shock to demand

14 Caused by the asymmetric information between lenders and borrowers.
42



disturbances in other sectors, which in turn lead to new supply disturbances and the 

mechanism clearly propagates business cycles. The role of asymmetric information is 

crucial and attached to the risk adverse managers. In the model, these managers have to 

operate under bankruptcy probability which consists and is affected by the asymmetric 

information, which refers to the costs raising capital from outsiders and monitoring 

problems in the economy which refer to the agency problems involved with manage

ment’s use of non-pecuniaries. If the asymmetric information and monitoring problems 

could be mitigated, somehow, would the threat of increasing bankruptcy probability15 

decline. Thus, managers would find it less risky to produce and the fluctuation would 

mitigate, too. Finally, it should be noted that here the article is surveyed only from the 

viewpoint of mechanisms. Greenwald and Stiglitz also make arguments on wages, labor 

and other sources of shocks. The roles of asymmetric information and other market 

imperfections are taken as given. According to this article whenever there is asymmetric 

information, it reduces the probability of the risk taking agent to achieve optimal solu

tion. This approach is interesting because informational asymmetries effect the firm's 

production, although it could get financing. There is no further literature characterizing 

risk considerations caused by asymmetric information. Nevertheless, the finance con

strained business cycle approach has been studied also in international context.

For example, exchange rate regimes can change in international context. Greenwood and 

Williamson (1989) present a two country overlapping generations model with imperfec

tions to generate predictions about the role of international intermediation in determining 

business cycle phenomena across alternative exchange rate regimes. In the model, the 

environment gives rise to the equilibrium financial structure, since, there are the transac

tion costs faced by the lenders and the costs of monitoring borrowers ( which refers to 

the agency costs involved with management’s interest to use non-pecuniaries). The 

existence of transaction costs implies that intermediary liabilities dominate fiat money in 

terms of expected rate of return, while diversified financial intermediaries which write 

debt contracts arise as a means of economizing monitoring costs. In this environment the 

business cycle differences are examined between exchange-rate regimes. The model1 s 

predictions confirm that comovements among national outputs, inflation rates, and inter

est rates are positive and qualitatively unaffected by the exchange rate regime. However, 

it also signals that despite arranged financial intermediation and in the existence of the 

transaction costs business fluctuations still exist. The model does not give possibility to

15 Increased agency costs increase the probability of bankruptcy
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directly evaluate the relative parts of the role of the transaction costs and the intermedi

aries, or their ability to mitigate the business cycles. However, it is concluded that, basi

cally, variances and covariances of the economic disturbances (technological and mone

tary) depend on the transaction costs and monitoring costs. So the model, in a way, 

stresses the importance of these factors in the potential mechanism of mitigating the 

consequences of economic shocks. This can be interpreted so that EMU itself (absence 

of exchange rates) reduces macroeconomic disturbances originating from technological 

and monetary basis. However later literature has focused more on deepening basic mod

els than adding special features into the consideration. Next these developments are 

examined.

Earlier articles introduced credit rationing, asymmetric information and monitoring costs 

effecting business cycles. These features are also examined in the article of Stiglitz 

(1992). He provides a basic framework which is based on two hypotheses. First, there is 

a distinction between equity and debt. It is argued that while debt imposes a heavy risk 

burden on the firm, imperfections in the equity market are so severe that only a small 

fraction of new capital is raised by issuing new equity. Second, mechanisms by which 

credit is allocated have distinctive nature. It is argued that credit is not allocated by 

means of an auction/price process. Instead, in many cases it is rationed (referring to the 

cost involved with the group of costs associated with asymmetric information). As has 

been mentioned credit rationing means that when the bank raises its loan interest rate, the 

safer borrowers drop out of the credit market before the riskier borrowers do because 

the safer borrowers’ greater likelihood of repaying their loans makes them more sensitive 

to the loan interest rate. In the model, the firm has a portfolio of interrelated decisions to 

make. Among the portfolio of decisions are firm’s price and wage decisions, and its 

employment and investment decisions. It is described how these decisions respond to 

changes in attributes of the firm and the economic environment in which it operates. 

Finally, these individual firm decisions are aggregated to form the aggregate behavior of 

the economy. The asymmetries of information approach assumes that there are problems 

of availability of credit. The reduced availability of credit has direct and indirect multi

plier effects throughout the economy. Direct effects on firms cause decline in their ability 

to invest as much as they would want. Indirect effects are characterized in the following 

way: firms are banks in themselves when they give credit to their customers and suppli

ers. When getting credit becomes more difficult for the firm it, consequently, cuts the
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credit of its customers and suppliers. Furthermore, the firm has no more so good ability 

to take credit risk by acquiring new suppliers or customers. When all these effects are 

added together it is obvious that reduced lending because of informational asymmetries 

have effects that amplify the downturn. This article summarizes the earlier literature 

giving a good insight to the reasons and structure of the propagating mechanisms. How

ever Stiglitz does not emphasize the role of net worth based on considerations which 

were made first by Bernanke and Gertler. Nevertheless there has been major progress in 

that front of the research.

First, a model which examines both the supply and the demand sides of the agency prob

lems has been introduced. The model setting is important, although it has weaknesses, 

because it is possible for the first time to create empirical applications of the model to 

verify its results. In his model, Fuerst (1995) describes financial propagation mechanisms 

in a real business cycle model. He divides forces creating cycles to impulse and propaga

tion mechanisms. Propagation mechanism is defined to consist of capital accumulation. 

In particular, the paper develops a model in which an assumed informational asymmetry 

creates moral hazard problem (refers e g to the costs involved raising capital from out

siders) in constructing new capital. These agency costs endogenously become less severe 

in periods of high output and thus lower the cost of capital accumulation. It is stressed 

that this is supply-side force that complements the demand-side force already present in 

the traditional real business-cycle framework. Investment and consumption goods are 

perfect substitutes in real business-cycle models so that supply curve for capital is per

fectly elastic at a price of unity. Hence, a positive e.g. technology shock alters investment 

behavior in a real business-cycle economy solely by increasing the demand for capital 

(because of households’ consumption-smoothing motive). In the agency cost model this 

demand force is still present, but there is also a supply-side force. Namely, increases in 

output lower agency costs (more working capital increase equity level) and thus lower 

the cost of creating capital, effectively shifting the upwardly sloped supply curve to the 

right. (The upward slope to the capital supply curve is also a natural result of agency 

costs because increases in capital production exacerbate agency problems by increasing 

the need for external finance). Hence, in the model, a technology shock increases capital 

accumulation through both a demand-side and a supply-side channel. This supply-side 

force propagates forward as the increased capital accumulation increases output in future 

periods and thus lowers agency costs in the future. The model consists of two agents:
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entrepreneurs and lenders. Along with supplying labor to the firms engaged in the pro

duction of the consumption good, the entrepreneurs have access to a stochastic technol

ogy that transforms the consumption good in to the capital good. The entrepreneurs face 

two problems in utilizing this technology. First, their internal funds (acquired from sup

plying labor to firms) are insufficient to finance the technology, but instead they must 

seek outside financing from lenders. Second, although the individual entrepreneur can 

costlessly observe the project’s outcome, other agents must expend a resource cost to 

monitor the outcome. This asymmetry creates a moral hazard problem, in this model, 

that is mitigated during periods when entrepreneurial wages are high. In particular, the 

model contains two distinct sectors, one for producing consumption, and the other for 

producing capital. The latter uses consumption good as an input. In addition it is man

aged by entrepreneurs, who use the internal funds generated from wages earned in the 

consumption sector to help mitigating the agency problem in the capital sector. Fuerst 

argues that agency issues add quantitatively very little to the traditional real business- 

cycle propagation mechanism.

Second, according to Gertler (1995) the results of Fuerst are not truly convincing. He 

argues that an important step, towards developing a framework that features a financial 

propagation mechanism and is suitable for quantitative analysis, is taken. Moreover, he 

provides modifications, and shows that the credit market imperfections have an impor

tant impact on output fluctuations. The modifications concern introducing elastic labor 

supply and lumpiness of investment projects. Again, strengthened entrepreneurial finan

cial positions in booms reduce agency costs and weakened financial position in reces

sions raise them, but the quantity of fluctuations is larger than in Fuerst’s paper. Finally, 

it can be argued that only these recent developments have directed the “benchmark” 

theoretical model into the form which can be evaluated empirically.

3. 2. Empirical evidence

Although, it was shown that a basic model for quantitative analysis was found only re

cently, there has been attempts to characterize the connection between financial market 

imperfections and business cycles. However these empirical findings provide only a 

j&rtial support for the theoretical literature. For example, in the model of Fazzari et al. 

(1988) data from US. companies was used to estimate investment functions across
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groups of firms classified by their dividend behavior. Results show that firms retaining a 

large part of their income (new and small firms) have greater positive sensitivity of in

vestment to cash flow and liquidity. Phenomenon is consistent with constraints raising 

from capital market imperfections. Macroeconomic dimension follows because at firm 

level cash flow and liquidity are correlated with movements of the aggregate economy 

over the business cycle. The final impact of investment on economic cycles is not clear 

because estimation categories also imply that the features of the firms matters, too. The 

larger and older the company the smaller is the positive correlation. Further evidence of 

investment and financial constraints is provided by Fazzari and Petersen (1993). The 

examination of business cycles from the basis of division of firms by side continues. 

Gertler and Gilchirst (1994) present evidence on the cyclical behavior of small and large 

manufacturing firms. They find that small firms account significantly disproportionate 

share of the manufacturing decline that follows tightening of monetary policy. They 

conclude that financial factors might be in work creating liquidity constraints for small 

firms. They also argue, that small firms account for about a third of manufacturing em

ployment and roughly half of total employment. Another important source of empirical 

examination has been the behavior of the firm inventories. In Carpenter et al. (1994) it is 

argued that inventory disinvestment is often chosen by firms to absorb fluctuations in 

internal finance. These inventory fluctuations in turn affect as, for example, decline in 

output in recessions. The empirical study of US. firms support strongly this mechanism. 

Kashyap (1994) interprets so that in the early and late 1980’s inventory investment has 

been more sensitive to internal funds in the small firms than large ones. During mid- 

1980’s there has not been major difference between the sensitivity of small and large 

firms.

Finally, it should be noted that provided empirical studies do not examine straight em

pirical applications of theoretical models. They rather examine other phenomena that can 

be interpreted as a part supporting theoretical discussion. Nevertheless in the future this 

empirical research have an opportunity to develop to the direction which is shown in 

Fuerst’s article.

3. 3. Remarks

47



The surveyed literature provide evidence on the role of financial factors in real business 

cycles. They do not imply that financial factors act as sources of business cycles. In

stead, a division between source and propagation mechanism is made. Financial factors 

affect mainly the business cycle propagation mechanisms in the economy. Imperfection in 

the financial markets increases the effect of an (unexpected) change in some economic 

variable, for example money supply, prices, demand, external supply shock etc. Logi

cally, without interfering the sources of fluctuations, the adverse effects of changes in 

economic variables could be decreased by eliminating imperfections in the financial mar

kets by developing institutions and securities to mitigate them. In other words the worst 

effects of business cycles in EMU could be decreased by developing the Single financial 

markets. To increase macroeconomic stability in EMU, the imperfections should be 

eliminated as largely as possible. In all models above financial market imperfections are 

caused by information asymmetries or other agency costs. A summary of these costs 

characterize precisely how these costs are surveyed in finance constraint business cycle 

models.

Stiglitz’s (1992) analysis begins from the assumption that markets are imperfect. The 

origins of imperfections are defined to be costly and imperfect information and transac

tion costs. No further characterization is given. Stiglitz argues that consequences are in 

this stage of research more important than the ultimate source of imperfection. William

son (1987) concentrates on asymmetric information and costly monitoring in financial 

intermediation as sources of imperfections. In equilibrium monitoring costs will be real

ized by intermediaries only when borrowers default their debt. So Williamson interprets 

them to be bankruptcy costs. In the model of Greenwald and Stiglitz (1993) market 

imperfections are defined to be informational asymmetries and bankruptcy costs. The 

role of information imperfections is to restrict a firm’s ability to raise equity funds in 

external capital markets. Agents in Greenwood and Williamson (1989) approach have 

different degree of access to international capital markets because of the existence of 

transaction costs, which causes differences in agents’ portfolios. Also each entrepreneur 

in the model is associated with a monitoring cost. In Bemanke and Gertler (1990) finan

cial market imperfections arise from agency costs. Entrepreneurs perform costly evalua

tion of future investment projects and realize these projects if they are worth it. So en

trepreneurs are better informed than their lenders about the quality of the project. 

Agency problems form between lenders and borrowers, raising the prospective costs of
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investment finance. Thus agency costs affect the willingness of the entrepreneur to 

evaluate projects in the first place. The model of Gertler (1992) permits lenders and 

borrowers to enter on-going relationship. As a consequence, the agency costs become 

dependent not only on a borrower’s financial assets but also on the discounted value of 

his project earnings in the following periods. The imperfection arises from the increase of 

the price of external finance, because of these agency costs. Greenwald, Stiglitz and 

Weiss (1984) survey imperfection sources to be firms’ credit constraints and the effec

tive cost of capital. Credit constraint is related to the availability of credit. Some firms 

simply may not have access to credit markets. Firms that are not credit constrained may 

still face increase in the effective cost of capital, which induces them to cut investment. 

Costs in, Fuerst (1995), are associated with capital accumulation that rises from an as

sumed informational asymmetry that creates moral hazard problem in constructing new 

capital. Also Greenwood and Stiglitz (1988) impose constraints that are caused by im

perfect information in financial markets.

How do these theoretical models of finance constraint business cycles and empirical 

evidence contribute to the examination of increased stability created through financial 

markets in EMU? The objective is to provide support to the first argument in the think

ing structure of the study. The first basic issue is that without developed financial mar

kets agency costs propagate macroeconomic fluctuations. The support is based on the 

following ideas.

• First, negative signal in issuing equity means that the effective cost of capital is 

the marginal cost of debt which consists of monetary cost of interest plus the 

marginal cost increase in expected bankruptcy cost associated with additional 

debt. In downturn bankruptcy probability increases and the cost of capital be

comes high cutting investment.

• Second, output decisions are based on financial conditions and credit supply. 

Credit rationing fluctuates over the business cycle causing propagation. Fur

thermore direct effects of the problems from the lack of credit on firms cause 

decline in their ability to invest as much as they would want to. On the other 

hand indirect effects can be characterized in the following way. Firms are banks 

in themselves when they give credit to their customers and suppliers. When get

ting credit becomes difficult for the firm it cuts the credit of its customers and 

suppliers. When all these effects are added together, it is obvious that reduced
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lending because of asymmetric information have effects that amplify the down

turn.

• Third, it is argued that borrower net worth and agency costs are inversely cor

related. The following implications are that net worth is procyclical and there 

will be a decline in agency costs in booms and a rise in recessions. In downturn 

low net worth situation leads to high agency costs, which rises the price of 

capital, which causes a decline in investment. The decline in investment then 

propagates the downturn. In addition, it argued that the less wealth of the bor

rower can contribute to the funding of his investment project, the more his in

terests will diverge from those of the lenders. This phenomenon is also an appli

cation of agency costs and related to the situation of low net worth. It is also 

argued that changes in firms' perceptions of the risks and in their net worth po

sition can have potentially large effects on their willingness to produce. Then 

shifts in one firm's supply curve become translated into shifts in the demand 

curves facing other firms, and through this mechanism shocks to one agent get 

transmitted to other causing fluctuations in output. Finally increase in bank

ruptcy probability worsens credit constraint, lowering net worth which shifts 

firm's aggregate supply to the left, decreasing output.

• Fourth, finally forces creating fluctuations are divided to impulse and propaga

tion mechanism. Propagation mechanism is defined to consist of capital accu

mulation. Agency costs create problems in optimal pattern of capital accumula

tion. These problems are based on agency costs arising from informational 

asymmetries. Then strengthened financial positions in booms reduce agency 

costs and weakened financial position in recessions raise them propagating 

fluctuations.

For the third basic issue16 in the structure of the study this chapter contributes in the 

following way. It is argued that variances and covariances of technological and monetary 

disturbances depend on transaction costs and monitoring costs. EMU itself decreases 

both of these costs and thus reduces macroeconomic disturbances originating from tech

nological and monetary basis.

16 Third basic issue is that EMU and capital market integration enable the existence of such markets 
that mitigate agency costs.
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It can be seen that in most cases these business cycle models characterize imperfections 

in a general level which reveals the essence of the mechanism and effects of agency costs. 

The next task is to survey how these costs can be minimized.

4. Minimizing agency costs with intermediaries

Next the literature concerning minimizing agency costs through intermediaries is sur

veyed. This chapter provides arguments that support the second basic issue in the 

structure of the study. The second issue argues that financial intermediation and secu

rity designs try to find solutions to overcome the three groups of defined agency costs 

(see chapter 2). The objective of this chapter is to characterize the role intermediation 

in overcoming agency problems, specially in the cases of problems between manage

ment and securityholders and problems caused by asymmetric information.

First the possibilities of monitoring and intermediaries to resolve agency problems 

between lenders and borrowers is examined. By agency costs between lenders and bor

rowers, it is meant agency costs involved with the use of non-pecuniaries by manage

ment and the willingness to take high-risk activities (in the case of owner- 

entrepreneur). Both of these problems are at least mitigated if the lender monitors the 

borrower, which by knowing the monitoring avoids to take these actions, because 

taking them endangers the channel of debt financing or the existence of the firm. Sec

ondly, models involved minimizing problems arising from the informational asymmetry 

in raising capital from outsiders is surveyed.

4. 1. "Resolving”problems between managers and investors by dele
gated monitoring and costly state verification

Costly state verification and delegated monitoring together form a mechanism which 

decreases the effects of agency costs between managers and investors. In general it can 

be said that costly state verification means that observing the entrepreneur is costly 

because the verification is made in the situation of bankruptcy. Delegated monitoring, in 

turn, means that investors delegate their monitoring activity to an intermediary which 

does it on behalf of the initial investors. A combination of these two mechanisms operate
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as a mechanism mitigating the problem. The literature concerning these issues is studied 

chronologically. This makes it possible for the reader to follow the development of the 

model and achieve a picture of the steps made to create the final model, although the 

model is still developing.

The first costly state verification model was provided by Townsend (1979). The model 

forms a basis for costly state verification models. Although the article examines incentive 

compatible debt, which is a security, it is worth considering the article here, since it is 

used as a basis for the development of intermediaries to resolve the agency costs be

tween lenders and borrowers.

In the model there is a simple two-agent pure exchange economy in which the endow

ment of the consumption good of the agents (agent A) is random. Preferences and en

dowments are such that there are gains to trading claims contingent on the realization of 

the random endowment. But any realization is known only by agent A unless a verifica

tion cost is borne by bankruptcy. By verification Townsend means mainly auditing. A 

contract in this environment is a pre-state agreement as to when there is to be verifica

tion and the amount to be exchanged. A contract is said to be incentive compatible 

(consistent) if agent A submits to verification and honors claims in accordance with the 

contract. In other words, a consistent contract could be seen as a bond which promises 

to pay some fixed constant amount unless bankruptcy is declared by the agent, which 

have issued the bond. In the model, an allocation is said to be optimal if it is Pareto 

optimal among the set of allocations which can be achieved by consistent contracts. 

Furthermore, any contract which achieves an optimal allocation is itself said to be opti

mal. However, the precise allocation will depend on the bargaining power of the two 

agents. It is shown that, for example, for closely held firms there exists a set of realiza

tions over which there is no verification. Such consistent contracts for the firms can be 

bonds that pay predetermined yield. In addition, this basic setting is extended to a ran

dom verification procedure. The argument is based on an assumption that random pro

cedures can reduce the resource cost of verification while the threat of verification in

duces honesty. The model shows that a stochastic verification scheme can dominate first 

described deterministic verification scheme. Moreover, the basic model is extended to 

another direction also. More agents and random variables are added into the observation. 

It is shown that in an economy where there exist some finite number of agents, a com
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petitive equilibrium exists. It is argued that any equilibrium allocation is a constrained 

optimum, that is, it can be achieved with a constrained optimal social contract17. Town

send argues that the equlibrium concept is Pareto satisfactory. This argument is based on 

two arguments. First, the competitive equilibrium which ensures that any equlibrium 

allocation is optimal. Second, Townsend argues that clearly, if agents were endowed 

with the unconditional and contingent claims associated with a constrained optimal allo

cation, there would exist an autarkic competitive equilibrium. This answers to the Pareto 

condition that any optimal allocation can be supported as an equilibrium. Townsend’s 

model is on general level and it should be considered as a first step in the costly state 

verification literature. It is not related to financial intermediation. That step is taken later.

The second important part of the model, delegated monitoring, is developed next. In 

delegated monitoring models monitoring costs are decreased by diversification, that is, 

forming an intermediary. Intermediary takes deposits and invests acquired funds to firms. 

Diamond (1984) develops a model in which a financial intermediary has a net cost ad

vantage relative to direct lending and borrowing. An intermediary is delegated the task of 

costly monitoring of loan contracts agreed with borrowers. The possibility of diversifica

tion within the intermediary can make the incentive problems, faced by direct lenders, 

different in a way that it is feasible to hire the intermediary for monitoring. Even in a 

model, where everyone is risk neutral, diversification is important, because it increases 

the probability that the intermediary has sufficient loan proceeds to repay to depositors. 

Basically the model consists of borrowers, that are entrepreneurs, depositors, that are the 

ultimate lenders, and the intermediary, for example bank, that diversifies and takes care 

of monitoring. The nature of incentive problem between depositors and bank is roughly 

similar than between direct lenders and borrowers. Diversification makes the difference 

and reduces the incentive problems between the bank and the depositors. The incentive 

problem remains between the bank and the entrepreneur, unless there is device to ease 

the problem. And in Diamond’s model the device is covenants in debt contracts. A com

mon bank loan covenant specify coarse contingencies18 which define a “default”. Condi

tional on such a default, the bank monitors the situation and uses the information to re

negotiate the contract with new interest rates and promises. The bank must choose an

17 In a deterministic case Townsend shows that the agent which “buys” the contract is constrained to 
have the same utilityas in autarky, because the agent which “sells” the contract maximizes his utility, 
too. In a many-agent economy constrained optimal social contract means a situation where every 
agent maximizes his own utility and socially optimal allocation of the consumption good is achieved.
1 Examined closer in ch. 5.
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incentive contract so that it has incentives to monitor the information, use it properly, 

and make sufficient payments to depositors to make sure the sufficient amount of depos

its. Providing these incentives is costly, but diversification reduces these costs. The bank 

does not announce the monitoring information to the depositors. Depositors get only the 

promised payments. Debt is optimal contract between the bank and the depositors. The 

bank is not the only possible intermediary, for example, insurance companies can also 

play the intermediating role. The article leaves the definition of the covenants without 

closer observation. The proper definition of the feasible contract is given next.

The precise incentive structure ensures that entrepreneurs do not have incentives to lie. 

Indeed Gale and Hellwig (1985) end up with the same conclusion than Diamond; that 

standard debt contract is the optimal, incentive-compatible contract. Assuming that 

under the contract the state of the borrower is examined only if the firm cannot repay the 

loan in full. This follows from the fact that the lender cannot observe the state unless the 

firm is bankrupt. Agents in the model are banks (investors) and firms. Banks (or other 

similar institutions) are perfectly risk-pooled, meaning the same kind of diversification 

than in Diamond (1984). All the agents are risk-neutral. Basic incentive for the manager 

of the firm to try his best is the fact that costs caused by bank’s state-verification may be 

imposed on the firm. As mentioned the event of observing is the state of bankruptcy. So 

there may be some penalty imposed on the debtor for going bankrupt. The debt contract 

is only carried out if the firm reveals the information about the true state of the firm. 

Otherwise the firm could lie to lender to get financing and avoid bankruptcy at the cost 

of the bank. In other words the contract has to be incentive-compatible19. Conditions for 

compatibility concern only the state where state-observing is not made. Contract is in

centive-compatible when firm’s “wealth” is negative or when the firm’s “wealth” is 

smaller than the firm’s “wealth” (including the cost of observation) specified by the 

contract. In the model maximizing firm’s expected utility subject to the bank’s zero- 

profit condition defines the optimal contract. However from the point of view of agency 

costs the crucial point is that the problem is resolved by forming a device. In this case the 

device consists of imposing costs on the firm for state-verification, thus providing man

agers an incentive to act strictly according to lenders’ interests. Here costly state verifi

cation and delegated monitoring have been combined together. This arrangement ensures 

the mitigation of agency costs after the making of contract. There has also been ap-

19 Simply taken incentive compatible means that the contract gives entrepreneur no incentive to lie.
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proaches to prevent the amount of risky contracts beforehand. The delegated monitoring 

setting has also been used to examine, for example, credit rationing.

Credit rationing highlights one of the problems of financial intermediary setting be

cause it restricts the pricing of debt contracts. Williamson (1986) constructs a model 

where financial intermediation arises endogenously as the dominant vehicle for bor

rowing and lending in equilibrium, and an equilibrium may exhibit credit rationing. The 

assumptions of lenders’ costly monitoring made by borrowers and large investment 

projects imply that there exist increasing returns to scale in lending and borrowing 

which can be exploited by financial intermediaries. Due to costly monitoring and as

sumption of risk neutrality, debt contracts turn out to be optimal arrangements be

tween lending institutions and borrowers. This in turn generates an asymmetry in these 

agents’ payoffs, which then permits equilibria with credit rationing. A borrower and a 

lender are asymmetrically informed20, ex post, concerning the return on the borrower’s 

investment project, and monitoring of the lender is costly. It is assumed that lender 

monitors the borrower only in the case of default. An increase in the loan interest rate 

increases the expected return to the lender, but also results in an increase in the prob

ability of borrower default. The increased default probability, in turn, increases the ex

pected cost of monitoring to the lender. Then, it may not be possible for the loan inter

est rate to adjust to clear the market, so that some borrowers do not receive loans in 

equilibrium. There is also a duplication of effort which occurs in an equilibrium with 

direct lending when intermediation is not permitted. Each borrower borrows from sev

eral lenders and each of these lenders monitors in the case of default. A financial inter

mediary, which borrows from a large number of lenders and lends to a large number of 

borrowers, eliminates this duplication. It is argued that intermediation drives direct 

lending out of the system in equilibrium. Diversification is critical to the function that 

intermediation performs, despite the fact that all agents are risk neutral. The article of 

Williamson aims to resolve the problem of agency cost between lender and borrower. 

The structure of the model is closely related to the costly state verification and dele

gated monitoring literature. In fact, Williamson’s model has also been used in the later 

literature of easing agency costs as one of the articles which establish the foundations 

for the model structure. For further observations it should be noted that until here the 

role of the entrepreneur has been to be a passive agent.

20 This differs from Myers and Majluf, which is ex ante model. In addition it is stressed that here the 
mitigating agency costs is examined, not other reasons for institutions to exist.
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Models describing the effect of a possibility to liquiditate characterize how incentives for 

managers to reveal information to lenders can be created. In a model of Harris and Raviv 

(1990) the liquidation model is extended so that a firm in financial distress has option to 

reorganize. Standard debt is used as an instrument to discipline the firm. It is shown that 

legal rights that allow lenders to force borrowers to liquidation form the necessary in

centive to managers to reveal information. Successful monitoring, in turn, makes the 

management act in the lender's interest, because of the risk of liquidation. The model 

consists of a firm and many risk-neutral investors. In a static model many interesting 

features are examined, as for example, the relation between stockholders and the amount 

of debt. It is assumed that stockholders choose the debt level. The level is chosen so that 

stockholders maximize the value of their equity taking into account the cost of default 

and the fact upon default an optimal liquidation decision is made based on revealed 

information. The maximization objective is based on two characteristics in the model. 

First, since debt holders receive the same expected payoff whether the firm is liquidated 

or reorganized, equity holders bear all of the consequences of the liquidation decision. In 

the case of default equity holders will therefore try to maximize the value of the firm by 

choosing value-maximizing liquidation policy. Second, debt holders pay for bond exactly 

what they are worth given the equilibrium behavior of equity holders. As a consequence, 

equity holders capture the full value of the firm and respectively choose the debt level to 

maximize this value. This contradicts the Jensen and Mecling proposition number two 

that debt holders bear the risks. The reason is the existence of default, which points out a 

different agency cost of debt examined in Myers (1977). However, the conclusions af

fecting capital structure are the same. In the model it is also argued that positive net 

worth and full payment to debt holders does not necessarily mean reorganization and the 

opposite that negative net worth does not always mean liquidation. The decision to 

reorganize or liquidate is based on whether the firm is worth more dead or alive, which 

depends on various factors.

Now all the parts of the model have been described. First costly state verification, then 

delegated monitoring and, finally, extensions in adding observation of liquiditation and 

credit rationing. Next the literature develops the core model by adding new assumptions 

in and developing the structure of the intermediary.
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In earlier models the economy was assumed to be infinite, meaning that diversification to 

both direction could be implemented completely. However this situation is in real world 

rare. Krasa and Villamil (1992a) have studied a situation where the economy is finite21 

and the intermediary has no possibility to fully diversify and is subject to default risk. It is 

argued that the law of large numbers is not sufficient to obtain their results, meaning that 

diversification in the sense earlier literature has suggested does not work22. Instead, 

Krasa and Villamil are using the large deviation principle, which establishes that conver

gence in the law of large numbers is exponential. In the model intermediaries are dele

gated monitors that monitor all investment projects. The central issue of the article is 

that, in the economy where there are finite amounts of agents, there have to be monitors 

for the monitor, too. In other words, could a bank (the only monitor) be left without 

monitoring in the economy where the possibility of a default of the bank exists? In infi

nite agent models, there is no possibility of intermediary default and, furthermore, the 

influence of an intermediary’s portfolio choice on its solvency disappears. Instead, in this 

finite agent model, optimal contracts have to be designed to ensure simultaneously that 

entrepreneurs report truthfully to the intermediary and that the intermediary reports 

truthfully to investors. The intermediary’s asset transformation problem involves the 

choice of a rate of return on deposits and, in addition, the non-trivial choice of risky 

portfolio, which affects directly on default probability. Nevertheless, the default prob

ability depends on both the contracts with depositors and the contracts with entrepre

neurs. Krasa and Villamil provide two results. First, they argue that two-sided simple 

debt contract with delegated monitoring dominate direct investment in an economy with 

default risk. This is consistent with the results from infinite economy models. Moreover, 

as mentioned, the method (large deviation principle) differs from the earlier literature. It 

is not necessary to prove the delegated monitoring, but it allows to characterize what 

size a finite -sized intermediary must be to achieve sufficient default risk diversification. 

It is also shown that simple debt is the optimal contract for both the intermediary- 

borrower and the intermediary-lender sides of the contract. The intermediary-lender side 

is optimal traditionally, in the sense, that it minimizes monitoring costs. However, stan

dard arguments do not apply to the intermediary-borrower side of the contract because 

the intermediary must consider the distribution of payments it receives from entrepre

neurs. This distribution affects the delegated monitoring cost borne by investors. Hence, 

both sides of the problem are interconnected and the structure of the optimal intermedi-

21 There are always finite number of economic agents, depositors, firms etc.
22 Earlier literature suggest that there are infinite number of depositors and firms
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ary-borrower contract is not obvious. The main insight is that for a sufficiently large 

intermediary, the marginal change in delegation costs (monitoring the monitor) is small 

and is dominated by the marginal change in direct monitoring costs borne by the inter

mediary. Hence, simple debt is optimal for the intermediary-borrower side of the contract 

because minimizing the expected costs of monitoring the entrepreneurs remains the main 

concern. This holds although the intermediary must effectively choose both a face value 

for the debt and a distribution. The assumption of finiteness of agents enables also ex

amination of optimality of an intermediary.

Earlier in this chapter the development of costly state verification and delegated moni

toring models have been surveyed. The rationale to decrease agency costs between lend

ers and borrowers by intermediaries has become clear. Now the article of Krasa and 

Villamil (1992b) connect this approach to macroeconomic setting and regional consid

erations. Based on this article it is possible to argue that for banks the most feasible 

application of financial intermediation for e.g. EMU would be the proposed arrangement 

in the model.

In the article the costly state verification model is used in an interesting way to examine 

the optimal bank size. In the model there are finitely many borrowers and lenders and the 

production is subject to minimum project scale requirements, diversifiable ideosyncratic 

project risk and a non-diversifiable aggregate risk (macroeconomic risk). Agents can 

undertake projects either directly borrowing from lenders or indirectly through interme

diaries. Because of the macroeconomic risk the lender has to monitor in default states 

either the borrowers or the bank (in an intermediary case). Default states occur with 

some probability. The minimum project scale requirements quarantee that every project 

needs more than one lender. It is assumed that the intermediary issues debt to both di

rections, to lenders as well to borrowers. In choosing an optimal portfolio size a bank 

faces the following trade-off for most monitoring cost structures. Increasing the size of 

the bank’s portfolio given some initial bank size generally decreases risk of default, but 

increases the lender’s cost of monitoring. Thus, the crucial question for the bank choos

ing an optimal portfolio size is: Under what circumstances do the gains from decreased 

default risk dominate the losses from increased monitoring costs when the bank com

pares its current scale of operation with an increased scale? Krasa and Villamil show that 

delegated monitoring with two-sided simple debt contracts dominate direct investment if
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the non-diversifiable macroeconomic risk is sufficiently small. Finally, it is argued that 

banks will be of finite size with the precise scale dependent upon both the structure of 

monitoring costs and the degree of portfolio diversification that the bank can attain. 

Secondly, that banks that are better able to diversify risk will be larger in size than banks 

that are less able to diversify risk. The result is obvious, but interesting, because the 

ability to take risk can be dependent upon e.g. legislation. Third, multiple banks with 

similar risk and cost characteristics may co-exist. This is based on the predictions of the 

model. According to the predictions, in a large economy, where macroeconomic shocks 

have different effects on different regions of the area, banks of different sizes will co

exist in regions and banks of similar characteristics can co-exist across locales. In par

ticular, if different regions of the area have different macroeconomic shocks the model 

predicts that across regions both large ”money centre banks” that are very well diversi

fied and smaller ”local banks” that are less well diversified will co-exist. Furthermore the 

diversification and lower economic exposure of ”money centre banks” could be based 

e.g. on diversified operation across regions with different economic structures. The 

article gives fruitful application, for example, to the EMU environment and the optimal 

bank size in such a new economic environment. Namely, when EMU considerations were 

briefly surveyed earlier, the division to local and ”higher level banks” was proposed. This 

article strengthens the rational of the development to division of the banking sector by 

connecting the agency cost viewpoint into the consideration.

As it has been seen the intermediary literature has developed and is developing further. In 

addition optimal contract arrangements connected with costly state verification models 

have developed contributing new insights to the intermediation mechanism. Next these 

optimal contract arrangements are studied in costly state verification environment.

Dowd (1992) shows how the optimal contract structure changes as the costless verifica

tion and agents’ unlimited wealth assumptions are excluded. Furthermore, moral hazard 

is added to the observation and the model is extended to cover multi-period contract 

horizon. It is argued that these modifications enable to explain features of, for example, 

coupon payments and financial covenants, and they shed light on the nature of default 

and bankruptcy. Furthermore, it is stated that the modifications also help to explain the 

maturity structure of debt and the role of collateral and liquidity constraints. Finally, it is 

found that risk-aversion helps to explain why the borrower’s liability should be limited,
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but it can also lead to optimal contracts that are not debt nor equity. The costly state 

verification model of Dowd is a direct combination of earlier literature. He defines fea

tures of optimal contract in such an environment in the following way. First, it dispenses 

with the need for costly verification in good states when output is high. Second, the 

requirement that the borrower receives nothing when verification takes place ensures 

that he minimizes the probability of verification, and so he minimizes the expected verifi

cation costs. Third, the borrower will never give a false announcement that outcome is 

smaller than it actually is because in that case he would incur verification and lose whole 

output. Consequently, it is stated that debt is optimal, even in the case of many agent - 

economy. Dowd states that the result of Townsend of dominating stochastic verification 

does hold also in his model. On the maturity structure of debt, it is argued that a two- 

period (short-term) debt mitigates adverse selection problems and conventional agency 

problems. This is based on the assumption that the entrepreneur has to return to the 

lender more often for funding to continue the project and this restricts his ability to 

benefit himself at the lender’s expense. This, in turn, enables the lender to keep a better 

hold on the project and cancel it if it is needed. On the other hand, renegotiation is often 

costly, which decreases the willingness to make short-term contracts. Furthermore, it is 

in the firm’s interest to acquire longer term financing ensuring the realization of the 

project and protect the firm against the lender. The optimal debt maturity is achieved 

when the optimal trade-off between these two interests is obtained. Finally, it is argued 

that introducing risk-aversion to the examination causes difficulties. First, usual models 

are based on risk-neutrality. Secondly, when risk-aversion is assumed, it seems likely that 

the optimality of debt disappears and the optimal contract may become a combination of 

debt and equity or even none of the traditional security or combination will be optimal. 

Next more special features are added to the basic costly state verification and delegated 

monitoring approach.

There has been extensions in time horizon as well as in considering the structure of the 

banking market which depends on different characters (e.g. legislation) in different 

countries. Winton (1995a) adds the role of seniority into the observation of optimal 

securities in costly state verification framework. It is argued that debt-like contracts of 

varying seniority generally dominate symmetric contracts. Furthermore, when investors 

are risk neutral, it is optimal to use debt-like contracts where more senior claims have 

absolute priority over junior claims. By seniority it is meant that older claims are first
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entitled to full payment before junior claims receive anything. The common results of the 

optimality of debt are obtained in the models of one and several investors and risk averse 

manager of the firm. Winton provides two reasons for the domination of the seniority in 

symmetric debt contracts. First, symmetric contracts entail complete duplication of 

verification costs. Making some investors senior reduces their need to verify and in

creases their expected consumption. In particular, under certain conditions fixed payment 

can be reduced to make everyone better off. This is possible when the security is sym

metric debt and the manager is risk neutral. In addition, it could be mentioned that the 

article focuses on deterministic verification and it was previously noted that stochastic 

verification dominates deterministic one23. Nevertheless, Winton argues that the results 

should apply also in the case of stochastic verification. Second, because symmetric con

tracts usually have a discontinuity when managers are risk averse, they involve imperfect 

risk sharing. However, it is argued that the setting which allows to make everyone better 

off, also, allows a decrease in the risk the manager bears. In addition, Winton provides 

some empirical implications for structures used in leveraged buyouts, asset-backed secu

rities, and reinsurance contracts under the legislation of the United States.

Finally the examination is extended by considering closer the features of banking mar

kets, when banking consists of delegated monitoring model and contracts based on costly 

state verification models.

Winton (1995b) examines banks as delegated monitoring institutions in a finite economy. 

Hence, the total number of agents in the economy is finite and the relative numbers of 

firms and depositors is endogenous in the model. He has focused on three different is

sues, namely, the nature of a bank in the mentioned setting, equilibrium when free entry 

into banking is allowed, and equilibrium under monopoly banking. It is found that the 

case for a natural banking monopoly may be overstated. Since bank capital facilitates 

intermediation, increased bank size is not necessarily Pareto-improving, and a system 

with many banks may dominate one with few large banks. Moreover, multiple equilibria 

and coordination problems may make it difficult for an economy to achieve an optimal 

banking structure. It is stated that a monopoly bank causes distortions due to its desire to 

exploit firms, restricting output and in some cases failing to overcome autarky even when 

banking is ex ante feasible. In fact, the case where monopoly banking is least likely to 

distort output is when direct lending is feasible but would result in credit rationing. This

23 See Townsend (1979).
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in turn requires that monitoring costs are high enough so that credit rationing becomes 

an issue, but not so high that direct lending is infeasible. The assumption that monitoring 

costs decrease with an economy’s stage of development, suggests that the case for gov

ernment restrictions on entry into banking may be limited to economies of intermediate 

development. And even then it is uncertain. Observations concerning finite agent 

economies have disregarded the fact that the intermediary itself faces greater risk, too.

Obviously in finite agent economy proportion of intermediary risk has to be larger than in 

infinite models because diversification is not complete. Next the sharing of intermediary’s 

risk is surveyed. Dowd (1996) makes an observation which is very interesting. The arti

cle provides one proposal to solve the problem of Krasa and Villamil to monitor the 

monitoring bank. He argues that all the previous models have been limited, in the sense, 

that intermediaries have had only one shareholder. Therefore, their intermediaries’ capital 

has been limited to whatever the single shareholder is able to provide. This approach 

gives new light to the observation of monitoring the monitor, at least. Dowd develops a 

tractable costly state verification model that not only motivates the existence of banks, 

but also provides a treatment of optimal bank capital. The model has two basic parts. 

The first is the costly state verification assumption which means that for outsider the 

information about the firm is costly. The second assumption is that projects require the 

inputs of large number of investors which motivates the incentive to reduce duplicated 

monitoring. As is already obvious, this gives incentives for banking intermediary. Fur

thermore, the debt is assumed to be the used security in financing entrepreneurs. The 

question that Dowd investigates in this framework is that how to motivate an intermedi

ary that issues both debt, separately for investors and firms, and equity. In addition, the 

relative costs and benefits are traded off at the margin. Results are found by examining 

the costs and benefits of shareholders collaborating in the verification process. Dowd 

defines the setting with two extreme cases. Firstly, it is assumed that the information 

from verification is fully private to the agent who verifies, so shareholders are unable to 

share their information among themselves. Hence, verification costs are high, because 

every verifying agent has to pay the same cost. If there is, at first, only one shareholder 

the high cost of verification implies that no-one wants to be a shareholder instead of a 

depositor. Secondly, the information is assumed to be fully public, at least within the 

intermediary. The marginal cost of being a shareholder is then very low, and no-one will 

choose to remain a depositor instead of a shareholder. Hence, all investors become

62



shareholders and the bank is no longer a bank, but a mutual fund. These extreme out

comes are avoided by assuming that the costs of sharing information among shareholders 

vary with the number of shareholders involved. Starting with one shareholder, depositors 

found that there is a fall in verification costs when they become shareholders and at some 

point the verification costs of depositors and shareholders are equal. Then depositors 

have no longer incentive to become shareholders and the bank capital is at optimal. The 

ultimate motivation for the procedure is that shareholders incur verification costs when 

projects in the bank’s asset portfolio fails, and depositors incur verification costs when 

the bank fails.

So from basic costly state verification and delegated monitoring models, the research has 

developed to examine even special features of banking system and risk considerations. 

Basically this approach forms a strong channel of transferring funds between lenders and 

borrowers when the agency costs are taken in consideration.

When EMU arrangement is involved, it can be argued that the articles of Krasa and 

Villamil show how intermediaries can be fruitfully connected to EMU regime. In finance 

constraint business cycle- models the propagation mechanisms arise from underdevel

oped intermediation. In this chapter examined articles show how these basic intermediary 

models have been developed to achieve better form and tolerate economic risks (e g. 

turning bank to a publicly owned firm). On the other hand institutional setting has been 

developed by concentrating on the security side. When monitoring is surveyed the objec

tive has been to develop ordinary debt into a form where monitoring costs would be 

minimized (e.g. seniority condition in debt contracts). Although debt contracts are secu

rities, it should be remembered that intermediaries in these models do not sell them in the 

secondary markets This is the distiction why these debt contracts have been separated 

from others examined in chapter 5 and examined here with other literature concerning 

intermediaries. Finally, in this chapter, we still survey intermediary models that are cre

ated to mitigate and solve asymmetric information problem.

4. 2. Minimizing asymmetrical information with intermediaries

It can be argued that agency costs involved with raising capital from outsiders is better 

resolved by issuing securities that are designed to exclude the agency cost involved.
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However certain institutional arrangements provide some contribution to the minimiza

tion issue. First the role of outside information transmitting (rating) agency is surveyed 

and after that an intermediation solution that consists of entrepreneurs and intermediary.

A model to solve the Myers and Majluf- type of asymmetric information problem by 

creating financial intermediation (not banks) is developed by Millon and Thakor (1985). 

They provide a rationale for the existence of financial information gathering agencies that 

acquire and process information, such as (screening) credit rating agencies. These agen

cies do not become involved in funding the acquisition of information. Firms have incen

tive to be screened because of more favorable terms of financing. Each firm may have its 

true value revealed by availing itself for the services of screening agencies. These 

screening agencies have incentive to produce reliable information by basing their com

pensation on a publicly observable (ex post) indicator of information quality. The article 

of Millon and Thakor could be interpreted so that screening agencies are a device to turn 

asymmetric information problem into a costly information problem. To overcome the 

asymmetric information problem an agent has to buy an evaluation. This approach has at 

least one severe weakness. Myers and Majluf asymmetry is ex ante problem while finan

cial information always consists of ex post information. However it could be argued that 

the model would work in the Myers and Majluf case more efficiently if firms would be 

interested to provide information of their investments prior to the financing. However 

next model shows how coalition arrangement avoids the whole problem of ex ante 

asymmetric information.

In a special case where entrepreneurs act also in a role of an investor an equilibrium is 

possible to achieve without asymmetric information problem. It should be noted that the 

setting demands special features of the agents and is not applicable in varying situations 

where information asymmetries exist. Boyd and Prescott (1986) show that financial 

intermediaries are part of an efficient arrangement in the sense that they are needed to 

support the private information core allocations. The private information core allocation 

is the feasible allocation which maximizes agent’s utility. The utility depends (and hence 

the feasible allocation consists of) on agent’s type, consumption pattern24 and the degree 

of evaluation. Moreover, the utility is subject to the constraint of coalition making 

agents’ types. The core is defined by maximizing each agent’s utility25. Financial inter-

24 Which in turn depends on whether it is evaluated or not
25 Naturally, under agents’ private information about the projects.
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mediaries are described with five different characteristics. First, financial intermediaries 

borrow from one group of agents and lend to another. Second, both groups are large and 

intermediaries can well diversify both sides of their balance sheets. Third, potential bor

rowers often have better information concerning their own credit risk than do the inter

mediaries. Fourth, financial intermediaries produce costly information about the potential 

borrower. The produced information is used to allocate loans and set terms. Fifth, finan

cial intermediaries can issue claims that have state contingent payoffs different from 

claims issued by ultimate borrowers. In the model of Boyd and Prescott, all agents are 

risk-neutral. Informational asymmetries occur prior to contracting and so adverse selec

tion is admitted to be a crucial problem. Moreover, the production of information is 

assumed to be public and there is a possibility to produce additional information after 

contracting. In equilibrium intermediaries become coalitions of many agents. The paper 

shows that core equilibrium allocation can be supported by intermediary coalitions but 

not by security markets. It is assumed that coalition operates in the following way. Each 

coalition member will evaluate one project, for each unit of investment good it is agreed 

to deliver a certain amount of consumption good in the second period. The coalition 

agrees to evaluate certain amount of projects whose owners commit to fond coalitions 

and evaluation. Furthermore, coalition agrees to fund only good projects, if there remain 

funds after funding good projects bad projects are funded and, finally, members of coali

tion are residual claimants and share equally in profits. The incentive is constructed so 

that every agent (bad or good) that takes part in the coalitions will be delivered an 

amount of consumption good in the second period. In other words, entrepreneurs with 

bad project gain from taking part in despite the rejection of their project. Boyd and 

Prescott argue that securities market equilibrium is not in the interest of any agent, since 

agents with bad projects mimic agents with good projects. Finally, it is assumed that 

financial intermediaries have access to the source of information and that financial inter

mediary-coalitions arise to efficiently produce information in an environment where 

borrowers have private information. Otherwise, according to Boyd and Prescott, there 

are more efficient ways to arrange funding. From an individual point of view this ar

rangement is not optimal, because individuals rarely have profitable ordinary investments 

projects while they do have funds to invest (wages). Perhaps more better ways to miti

gate informational asymmetries is found from literature concerning securities traded on 

the secondary market. Indeed, next the use of securities to decrease the effect of agency 

costs is examined.
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4. 3. Remarks

Before proceeding to the security design, it is surveyed how do these models of dele

gated monitoring, costly state verification and financial intermediation "resolving" asym

metric information contribute to the examination of increased stability created through 

financial markets in EMU. The objective of this chapter is to provide support to the 

second basic issue in the thinking structure of the study. The second basic issue is that 

financial intermediation and security design try to find solutions to overcome agency 

problems causing macroeconomic fluctuations. Particularly, in this chapter the role of 

intermediation is examined. The provided support is based on the following ideas.

• First, costly state verification models provide the structure and characteristics 

of the optimal contracts used in financial intermediation models. The basic se

curity which is used in delegated monitoring models is incentive-compatible 

debt. To firms this means a contract which promises to pay some fixed con

stant amount unless bankruptcy is declared by the agent which have issued the 

contract. Basically incentive compatible contract means that the contract gives 

the firm no incentive to lie. This is achieved e g. by agreeing that bankruptcy 

costs are imposed on the entrepreneur also. In addition the threat of liquidita- 

tion is used to achieve incentive compatibility. When an assumption of multi

period contracts for firms is added, it becomes clear that the two-period ma

turity structure for the debt mitigates agency problems better than longer 

contracts. This is based on the assumption that the firm has to return more 

often for funding to continue the project and this restricts his ability to benefit 

himself at the lender's expense. Finally it is argued that also the role of senior

ity has its impact on the contracts. Namely that in the case of symmetric con

tracts, making some investors seniors that will be paid first reduces their need 

to verify and increases their expected consumption. In particular, under cer

tain conditions fixed payment can be reduced to make everyone better off. 

From the depositors point of view a simple debt contract is optimal contract 

and diversification of borrowers reduces the incentive problem between ulti

mate lenders and borrowers.
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• Second, delegated monitoring models describe the institutional setting and 

characteristics that facilitate overcoming agency problems between security- 

holders and management. Delegated monitoring is based on an intermediary 

which takes deposits and invests acquired funds to firms. It has a net cost ad

vantage to direct lending arising from the removal of duplicated monitoring of 

the depositors. Furthermore it achieves better risk-diversification. However, 

in reality this diversification is not perfect, because of the finiteness of bor

rowers in the economy. Hence there should also be a monitor for monitoring 

intermediaries, too. The monitoring the monitor -problem can be resolved by 

introducing more that one shareholder of the bank. This outcome become 

possible when it is assumed that the costs of sharing information among 

shareholders vary with the number of shareholders involved. Starting with one 

shareholder, depositors find that there is a fall in verification costs when they 

become shareholders and at some point the verification costs of depositors 

and shareholders are equal and bank capital has achieved its optimal level.

• Third, the group of costs arising from asymmetric information in raising capi

tal from outsiders can be mitigated with the following arrangements. Firms 

have incentive to become screened by rating agencies, because rating reduces 

their cost of capital and also informational asymmetries. However Myers and 

Majluf -type of informational asymmetry is ex ante asymmetry while rating 

agencies achieve ex post information. On the other hand, intermediaries could 

become coalitions of many investing agents. Coalition agrees to fund only 

good projects, if there remain funds bad projects are funded and, finally, 

members of coalitions are residual claimants and share equally in profits. The 

equality means that agent with a bad project has no incentive to take it be

cause the agent will gain despite the rejection of its project. However the 

model is only theoretical because agents with good projects and funds will 

operate by them selves and agents (individuals) with funds to invest rarely 

have profitable investment projects.

For the third basic issue26 in the structure of the study this chapter contributes in the 

following way. To achieve optimal financial intermediary in a large open economy 

should the next question be asked. Under what circumstances do the gains from de

6 Third basic issue is that EMU and capital market integration enable the existence of such markets 
that mitigate agency costs.
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creased default risk dominate the losses from increased monitoring costs when the 

bank compares its current scale of operation with an increased scale? Monitoring costs 

increase when the amount of agents to be monitored increases. It is argued that banks 

will be of finite size with the precise scale dependent upon both the structure of moni

toring costs and the degree of portfolio diversification that the bank can attain. Fur

thermore the bank's ability to take risk can be dependent upon e.g. legislation. Hence, 

in a large economy, where macroeconomic shocks have different effects on different 

regions of the area, banks of different sizes will co-exist in regions and banks with 

similar characteristics will co-exist in the area.

5. Minimizing agency costs with security design

This chapter provides further arguments that support the second basic issue in the struc

ture of the study. The second issue argues that financial intermediation and security 

designs try to find solutions to overcome the three groups of defined agency costs. The 

objective of this chapter is to characterize the role of security design in overcoming 

agency problems in all groups of agency problems. The three groups of agency problems 

are problems related to management's use of non-pecuniaries, shareholders incentive to 

increase wealth by taking high-risk activities and problems related to the difficulties in 

raising additional capital from outsiders. First, solutions to problems between manage

ment and securityholders are studied. Second resolving agency costs between share- and 

debtholders are examined. Third security design opportunities to decrease the problems 

arising from asymmetric information are surveyed.

Here the existence of publicly traded and other securities is taken as given and the possi

bilities to mitigate the agency problems are surveyed. The existence is taken as given 

because securities can also have other functions, different from decreasing agency costs. 

The choice and development of securities can help to mitigate the agency costs at least 

when firms and intermediaries are considered. In the case of secondary traded securities 

might adding further design and contingencies into the consideration give some light.
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However first we survey an application of informal adjustment approach to mitigate 

agency costs. This model shows how firm capital structure can be used to mitigate 

agency costs. The implementation of the strategy demands the existence of the securities 

markets.

In Blazenko (1987) firm’s capital structure is used as a device to minimize the problems 

caused by asymmetric information. He argues that Myers and Majluf misinterpret the 

result that firms always prefer debt to equity. Blazenko assumes that managers’ compen

sation is partly tied to equity performance and that managers are risk averse, because 

they maximize their own reputation and wealth. These reasons make managers prefer 

equity over the financial risk associated with debt. He also assumes that in a widely held 

firm managers, not old shareholders, have insider information. With high-quality project 

risk-averse managers that have private information use debt financing and managers with 

low-quality projects have no incentive to mispresent their projects by using debt since 

misinterpretation creates excessive risk. The explanation for all results is based on un

derpricing of equity and overpricing of debt at the margin between debt and equity use. 

The basic assumption behind the results is the same as with Myers and Majluf: financial 

signaling is less than fully revealing which causes the implications for the financial struc

ture of the firm.

In other words Blazenko argues that management’s interest to maximize its own wealth 

comes before old shareholders wealth. In this case management’s own wealth is consid

ered to be equal to the total value of the firm. Hence, it can be argued that Blazenko 

defends the view of minimizing agency costs by informal reorganization. In Blazenko’s 

article the capital structure can be regarded as an intermediary for minimizing agency 

costs.

If the capital structure is one strategy to mitigate agency costs, the other strategy could 

be the development of financing policy. This is an interesting extension because after that 

the design and proper use of securities as the mitigating device become accurate. In fact, 

Brennan and Kraus (1987) argue that, despite the information asymmetry, projects could 

be efficiently financed with a correct choice of instruments. The approach differs from 

Blazenko by moving to examine the financing policy instead of financial structure. Bren

nan and Kraus survey a world where costless signaling possibilities exist. They also
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require a condition according to which the economic value of the net claim issued by the 

firm take on its lowest possible value when issued by that firm. In other words the firm 

has to be the worst possible issuer of that claim from the investors viewpoint. However, 

they describe the conditions, under which the adverse selection problem that may prevent 

otherwise profitable projects, may be costlessly overcome by an appropriate choice of 

financing strategy. Although, the paper examines a special case, it has a remarkable 

feature. Namely it doubts the “pecking order”- theory by enriching the set of financing 

choices that a firm can take when faced the Myers and Majluf kind of situation (Harris 

and Raviv 1992).

Next the literature concerning mitigating agency costs by security design is examined. 

First articles involved with security design and problems between securityholdes and 

management are surveyed. After that securities mitigating problems between sharehold

ers and debtholders are studied. Then security solutions associated with asymmetric 

information are examined. Finally remarks are made.

5. 1. ”Resolving” problems between securityholders and management

There is large literature that examine management’s option contracts. Again these con

tracts have other tasks too, as acting motivating devices, than solving agency costs. 

However Noe and Rebello (1992) have examined a model of salary and option contracts 

to solve the private information problem. The most important feature of the paper for 

this study is that it shows how shareholders can resolve the agency problem concerning 

the extended use of non-pecuniaries in a firm where the manager is not the only owner. 

This is done by introducing salary and option contracts to the management. Neverthe

less, the other incentives of the management compensation contract effects are not sur

veyed here. In Noe and Rebello framework a firm is faced with the problem of deter

mining a capital budget and designing a contract, satisfying limited liability, for a man

ager who has private information regarding future prospects. The manager could receive 

two types of private information, either good or bad. The basic insight is that there exist 

optimal contracts whose functional forms are independent of firm investment as well as 

the relationship between managers’ private benefits and the private information. The 

contract structure is roughly the following: whenever the manager reports good news he 

obtains an option on the firm’s cash flows, and if he reports bad news, he is compensated

70



using a salary contract. While the functional forms of the contracts are independent of 

the firm investment policy, the investment policy is dependent on both the optimal con

tract design and the focus of the manager’s private information. When the manager’s 

private information relates primarily to firm output, decreasing the incentive problem 

leads firm toward overinvestment relative to the Pareto optimal level. This follows be

cause increased investment reduces the impact of differential managerial information on 

the value of the salary contract. Consequently it reduces the manager’s misreporting 

incentive if he receives good signal. Increased investment also makes the value of the 

option contract more sensitive to differences in the manager’s information, reducing 

misrepresentation incentives of the manager if he receives bad signal. When the man

ager’s private information relates mainly to private benefits, he will be willing to accept 

lower monetary compensation if he receives a more favorable signal. To prevent the firm 

from dividing her true reservation compensation, the manager will have an incentive to 

underreport the size of his investment-related private benefits. When the good signal is 

associated with higher marginal private benefits, the most efficient way for the firm to 

eliminate this incentive for misrepresentation is to lower the investment level associated 

with the report of lower private benefits. Noe and Rebello conclude that, in the presence 

of option and salary contract, if managers private information relates only to firm’s cash 

flows, the firm overinvests. On the other hand, if the private information relates only to 

private benefits, the firm will underinvest.

The model clearly shows the connection between management options and investment 

reporting. However there is not presented optimal solution to the problem of the man

agement’s use of non-pecuniaries. The right structure of the option could reduce agency 

costs and give management incentive to maximize the firm value and to show it to the 

securityholders, instead of maximizing only management’s own wealth. This could be 

possible, for example, when the option would be tied to equity value of the firm. Never

theless there are other instruments to create management incentives to maximize firm 

value and show it to the securityholders.

Next the role of the liquiditation will be taken under observation. It turns out that firms 

can co-operate to hide their true information making it impossible to resolve the prob

lems by making contingent contracts. On the other hand firms will react to threat of an 

supervising action from an investor. In fact, these models relate to the issue of costly
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state verification and giving only a closer characterization of the impact and additional 

effects in the firms. Scharfstein and Bolton (1990) study a model in which the analyzed 

agency problem consists of the impossibility of making financial contracts directly con

tingent on profits. There are three reasons provided: first, managers can include unneces

sary costs, which is impossible to verify, second, the firm might be in co-operation with 

another firm, thus achieving e.g. financial flexibility, third, contracts might be unobserv

able because of various reasons (e.g. privately held firms). The incentive for not retaining 

gains in the firm arises from the ability of investor to threaten to cut of funding if the firm 

reports low profits. In this way the investor avoids losing the difference of invested funds 

and reported profits in the first period. The model is two-period model and it is assumed 

that the firm pays to the investor the full amount it has reported as period one profit. 

Threatening by cut off of funding the investor can make the firm to report more truth

fully and to extract more surplus in the first period. There is ex post inefficiency in the 

model. Namely, the investor might liquidate (cut off funding) even if operating the firm 

would otherwise be profitable. Operation could be profitable, because of the profits 

hidden from the investor. However investor is not interested in continuing contract to the 

second period if the reported profit is too small. The firm manager has to balance be

tween liquidation and hiding profits from investor. The contract type developed and used 

in the model resembles standard debt contracts in many ways.

Both these articles do not necessarily solve the problem of the use of non-pecuniaries 

by management, but at least they mitigate the effect.

5. 2. “Resolving" problems between equity holders and debtholders

There are three proposed instruments by which the agency problems between equity 

holders and debt holders could be mitigated. The first one is the use of contingencies and 

the second one is the use of covenants and the third one is the use of warrants. Contin

gencies tie the contract to some predetermined state or variable of nature (e.g. income- 

contingent contract). Covenants are conditions that the lender adds to the e.g. debt 

contract that are made with the borrower. Covenants can consist of required liquidity, 

solvency, profit income, debt-equity ratio among other things. Warrants are usually 

defined to be securities issued by the firm in return for cash and they promise to sell a 

certain amount of shares of stock to an investor for a fixed exercise price at any time up
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to the maturity date. Hence, a warrant can be considered as an American call option with 

long maturity and written by the firm. The covenants are surveyed after contingencies 

and finally warrants are examined.

5. 2. 1. Contingencies in debt contracts

Intuitively contingents would provide one device to decrease the asymmetric information 

problem. However this is not the result. Contingencies could be attached to debt con

tracts so that debt has e.g. income-contingent coupon. De and Kale (1993) assume that 

the insiders of a corporation issuing debt have private information about the future cash 

flows of the firm. Because of the informational asymmetry the uninformed investor may 

interpret a proposal to exclude fixed coupon payments, which is the same as introducing 

income-contingent coupons, to be an unfavorable signal of the firm’s situation and ex

pectations. This occurs since uninformed investors think that the firm issues income- 

contingent debt only because the firm knows that future income will decline and it cannot 

afford (i.e. it is economically unwise) to take fixed-coupon debt. If this kind of “doubts” 

are reasonable, in equilibrium only non-contingent debt is issued. More precisely, under 

asymmetric information about the potential cash flows of the issuing firm, any debt secu

rity with risky payments will result in “mispricing27”. In other words, when risky debt is 

issued firms with superior cash flows have to subsidize firms with inferior cash flows, 

because the final debt price is somewhere between these two extremes. However, debt 

contracts such as income bonds (IBs) and zero-coupon bonds (ZCBs) that do not incor

porate fixed and obligatory periodic payments cause more mispricing than debt contracts 

that carry fixed periodic obligations. When the outsider recoqnize this he will value the 

fixed-payment debt more.

The setting of De and Kale consists of fixed-periodic-obligation debt (FD) and no- 

periodic-obligation debt (ND). Investors are asymmetrically informed about the quality 

of firms, and firms have the option to raise capital with either FDs, NDs or a combination 

of these two. The capital raising process takes a form of a signaling game between the 

outside investors (the market) and the informed insiders (the firm). In this game, firms of 

different types announce their financing strategies, which may be pure (only one of the

27 there is smaller demand and price for income-contingent debt, because of the assumed risk.
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instruments) or mixed (both instruments) strategies, and the market responds by pricing 

the securities offered. De and Kale examine all type-strategy combinations of firms and 

corresponding potential market responses and find that there is a unique outcome, which 

is robust to a strong test of reasonableness. In the outcome both high- and low-quality 

firms use FD financing. Rejection of ND financing is based on the market belief that low- 

quality firms have greater incentive to use NDs. This makes also the low-quality firms to 

use FD financing. Furthermore it is argued that the result is robust to the provisions such 

as those requiring missed coupon payments to be accumulated or dividend payments to 

shareholders to be restricted in the event coupons are omitted. The introduction of prob

ability of bankruptcy has interesting consequences. NDs impose a default risk only at 

maturity while FD financing puts a firm at default risk in the intermediate periods also. 

This is because the payments have to be paid. Under asymmetric information, when costs 

of defaulting are significant, other equilibrium can occur. In the equilibrium all low-type 

firms use NDs and high-type firms FDs. Intuitively the low-type firm can find that inter

mediate default costs of FDs may exceed the mispricing benefits from being in the same 

pool with high-type firms and switch to less costly ND financing. In addition the meas

urement of contingencies can cause difficulties.

5. 2. 2. Covenants

Already Jensen and Meckling argued that debt covenants could be used in resolving 

agency problems. Stulz and Johnson (1985) develop the issue further by examining how 

secured debt can be used to increase the value of a firm. The observation is divided to 

two parts. First, they discuss how the security provision can decrease monitoring costs. 

Second, the possibility of financing new projects with secured debt makes it more valu

able for a firm’s shareholders to undertake positive net present value projects when the 

firm has risky debt outstanding. Finally an article of Berlin and Mester (1992), which 

shows the value of renegotiation of covenants, is surveyed.

To reduce agency costs between shareholders and debt holders, shareholders generally 

find it advantageous to attach various covenants to debt issues. Without these covenants, 

lenders would require a higher yield on bonds. For bond covenants to have value, they 

have to be respected by the firm. However, bondholders have to monitor and this is 

reflected in the prices they are willing to pay for the debt. Hence, shareholders have an
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incentive to choose efficient combinations of bond covenants. The model of Stulz and 

Johnson on debt covenants is intuitively the following. The security provision prevents 

the firm from selling the collateral to pay a dividend or from exchanging the collateral for 

a more risky asset. This feature partly protects secured lenders against asset substitutions 

or cash pay outs which do not involve the sale or exchange of the collateral. The value of 

secured debt depends less on the variance of the rate of return of the asset which is not 

used as a collatelar than does the value of unsecured debt. Otherwise unsecured debt has 

the same characteristics as the secured debt. Stulz and Johnson, therefore, argue that 

given the nature of the secured lenders’ claim, it is in their interest to spend fewer re

sources to gather information about the firm in the loan negotiation process and thereaf

ter to monitor the firm. In addition, the article examines how shareholders can try to 

avoid Myers and Majluf -type of underinvestment problem by financing the new project 

with debt. In these cases bond covenants, generally, set limits to the shareholders’ divi

dend payments. Furthermore, the monitoring costs of the arrangement are often too high. 

Hence, there will be no debt contract that would allow to realize all the positive net 

present value projects. Stulz and Johnson argue that financing the project with secured 

debt, usually, involves lower monitoring and contracting costs and could solve the un

derinvestment problem. The thinking structure behind the argument is the following. If, 

the project is rejected28, because it would not increase shareholders' wealth with cheaper 

secured debt, the difference in the price of secured and unsecured debt would accrue to 

shareholders. Thus, accrued difference increases shareholders' wealth and they have 

incentive to undertake the project.

Berlin and Mester have examined the value to firms of being able to renegotiate cove

nants in their debt contracts. As mentioned before, covenants control agency problems, 

but in addition they also reduce firms’ flexibility to pursue profitable investments. It is 

suggested that the comparative ease with which private placements and bank loans can 

be renegotiated is major factor in a firm’s choice, when renegotiability is valuable to the 

borrowing firm. Hence, factors that affect the value of the option to renegotiate debt 

should be related to a borrower’s debt choice. In particular, it is shown that firms that 

are poor ex ante credit risks find the option to renegotiate valuable. It is also shown that 

as the firm’s creditworthiness rise above some critical level, the ex ante value of the 

option to renegotiate the covenant decreases. The theory suggests that poorer credit 

risks will depend more on bank loans, since these are easier to negotiate. A model in

28 in the case of unsecured debt.
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which debt contracts may be written with covenants of varying degrees of restrictiveness 

is explored. Usually, covenants include restrictions against the sale of assets, limits on 

dividends, and the requirement that firms satisfy certain financial ratios indicative of 

financial health. The purpose of these covenants is to reduce the borrowing firm’s incen

tive to underinvest in activities that raise firm value in difficult market conditions. Hence, 

the management can undertake more high-risk projects, since market conditions are also 

those in which the probability of default is high. To reduce borrowing costs borrowing 

firms will often agree to restrictions that are intended to mitigate this incentive. Natu

rally, restrictions are not without costs. When market conditions are good, firm insiders 

have less flexibility to make profitable investments. The interaction between public and 

private debt is taken in observation by allowing the borrowers to choose between con

tracts with or without renegotiation possibility. In the case of bank loans the number of 

investors is small reducing the transaction costs and holdout problems that arise in at

tempting to form a larger bargaining coalition. Furthermore, the problems of asymmetric 

information are better avoided, since small group of investors has greater proportion of 

risk and wants to be well informed. In addition, consensus is easier to achieve when the 

debt is held by a small group. Next, warrants are surveyed.

5. 2. 3. Warrants

Green (1984) and Chiesa (1992) develop a model to study how warrants can decrease 

agency problems between bond holders and equity holders. They allow bond holders to 

share high payoffs and respectively low payoffs of the firm with equity holders by intro

ducing convertible debt and warrants. Chiesa (1992), especially, develops the role of 

warrants and debt.

The examined model of Green does not resolve the involved agency problem. Rather, it 

shows a connection between warrants and the behavior of the equity holders. Which is 

later fruitfully used to decrease agency problems between bond holders and equity hold

ers. In the model the agency problems of equity holders and the firm are avoided by 

assuming firm value-maximization objective to concern both equity holders and man

agement. It is also assumed that the firm finances its operation with debt. Warrants are 

introduced as instruments that decrease the equity holders incentive to underinvest. The 

model is simple single-period, two-project setting, but it characterizes the structure of
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“warrant-thinking” Warrant enables the debt holder to take part in the “upper-tail of 

pay-offs” by guaranteeing conversion of debt to outside equity against exercise price. 

After that equity holders share only “the upper part of the upper-tail”. Equity holders 

prefer risky investment, because it increases the “upper-tail of pay-offs” and they need 

not take care of the possible negative pay-offs. If their share of “upper-tail” decreases it 

will respectively affect the incentive to invest. The result is that there occurs overinvest

ment in the risky relative to less risky project, because equity holders want to share 

larger “upper-upper-tail”. However it is shown that warrant is an instrument to control 

this particular agency problem. It also points out the affecting factors.

In fact the theme is developed and completed by Chiesa (1992). She shows that a debt 

contract with warrants for the lender and cash/equity settlement options for the entrepre

neur borrower is optimal contract in a setting with agency costs between equity holders 

and bond holders. The Green’s assumption of value-maximization objective holds in 

Chiesa’s model, too. She also assumes that both agents are risk-neutral and that states 

are non-verifiable. The warrant structure is approximately similar to Green, only the 

settlement differs. Cash/equity settlement option of the firm allows payment in cash or in 

equity. Option allocates higher debt payments to better states, which is achieved by 

allowing the lender, upon observing the realization of the good state, to exercise the 

warrants prior to the entrepreneur’s effort choice. The entrepreneur is then forced to 

either dilute his equity or make the cash settlement. He chooses the cash payment and by 

so doing makes the high debt payments in good states. The lender, however faces losses 

in bad state, but achieves on the other hand gains in good state. So the moral hazard 

problem of the lender is at least reduced.

5. 3. ”Resolving” problems of asymmetric information

With proper diversification in all institutions and securities arrangements the adverse 

effect of asymmetric information could be decreased. This concerns institutions like 

banks and government securities markets among other institutions. Gorton and Pennac- 

chi (1990) create, in their model, securities that do not depend on the information known 

only to informed agents. They show that by designing securities that split the risky cash 

flows of underlying assets, it is possible to decrease the trading losses caused by asym

metric information. In the model focus is entirely in trading context. A liquid security is
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defined to be such that it can be traded by uninformed agents without any loss to in

formed traders. For a solution to the liquidity problem Gorton and Pennacchi suggest a 

formation of banks. The combination of banks and deposit insurance would provide a 

“riskless” transaction medium. By issuing deposits banks create “riskless” securities in 

the sense that there are no uninformed traders in the deposit market. Deposit insurance, 

in turn, protects uninformed traders from the bank asset risk. Moreover it is suggested 

that liquid securities can also be created through government securities markets. Gorton 

and Pennacchi examined a single source of asset risk. With multiple sources of risks 

diversification would offer another way to reduce risk. The diversification approach 

implies that combination of imperfectly correlated assets could be used to decrease risk. 

According to this view it could be possible to form mutual funds holding diversified, for 

example corporate debt, portfolios and in that way enable one firm to create “riskless” 

debt. Basically Gorton and Pennacchi propose that establishing feasible intermediaries 

the problem of asymmetric information could be solved. In other words the asymmetric 

information is transformed to the form of costs setting up and maintaining the intermedi

aries. The formation of security baskets could be developed further to provide proper 

instruments for agents that have no information or do not want to become informed but 

want to take part in the market for some reason.

When the basket-securities approach is studied it characterizes the asymmetric informa

tion problem closer. Namely, the distance between entrepreneur and investor becomes 

longer in a way that entrepreneur can now assume that in the markets there are agents 

that are informed and agents without information. The creation of security baskets de

crease the asymmetric information and makes the participation of uninformed agent more 

probable. This in turn creates liquidity and volume channeling funds to investments. If 

the problem is surveyed from a viewpoint of shareholder, holding basket-security diver

sifies the risk of adverse price change when the firm issues equity to finance its invest

ment project. From management’s point of view the problem of asymmetric information 

has not been changed. If management act according to old shareholders interest, it would 

not rise equity capital unless project is profitable enough. Subrahmanyam (1991) shows 

closer what implications basket securities have for the informativeness and adverse se

lection. In the model informed traders trade on the basis of their private information. 

Liquidity traders trade for reasons not directly related to future pay-offs of financial 

assets. The reasons for liquidity traders to operate is determined outside the financial
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market. It is shown that existence of basket-securities market will make the liquidity 

traders to concentrate their trading in this market. The reason for this is lower degree of 

losses due to adverse trades with informed traders than in individual security markets. 

Decrease in adverse trades is possible because the security-specific component of ad

verse selection tends to get diversified away in the case of security that consists of multi

ple security basket It is found that when the factor sensitivities29 of all securities in the 

basket are of the same kind (sign), the adverse-selection induced by factor-information is 

similar in the basket and the individual securities. If the factor sensitivities differ in sign 

across securities, the diversification of systematic information in the basket will decrease 

the adverse selection in the basket compared to the individual securities. Consequently it 

is argued that for liquidity trader the basket is the lowest transaction cost market when 

both security-specific and systematic adverse selection exist. In addition it could be 

argued that basket-securities makes the market access of uninformed agent lower. This is 

a feature which had been noticed also from the entrepreneurs viewpoint.

Designing securities for financing is one way for entrepreneurs to maximize their ex

pected revenue. Boot and Thakor (1993) provide a supply side perspective to security 

design which is in contrast to the articles of both Gorton and Pennacchi and Subrah- 

manyam, which concentrate on the demand side. Another difference is that earlier papers 

aim to create liquid and informatively insensitive securities while Boot and Thakor aim to 

create relatively illiquid and informatively sensitive security. Their theory suggests that a 

firm should partition its total asset cash flow into different claims because it maximizes 

firm’s expected revenue. It is shown that splitting a security into two components makes 

informed trading more profitable. The components of the security are partly informa

tively insensitive and partly informatively sensitive. The reason for more profitable in

formed trading is that informed traders have invested in information and then allocated 

their constrained endowments to information-sensitive security earning higher returns. In 

the model, there are three types of traders. First, pure liquidity traders who are unin

formed and whose demand depends on exogenous factors. Second, traders who become 

informed at a cost. Third, uninformed traders who are able to become informed but 

choose not to. All traders are risk neutral. The existence of liquidity traders ensures that 

security prices do not reveal the true value of the firm. The informed traders cannot sell 

short or borrow: so they either invest all their wealth to a good firm or otherwise in the

29 Factor sensitivity represents the sensitivity of the value of certain security to the “common factor”. 
“Common factor”, in turn represents some independent, random economic variable with normal dis-
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case of bad firm nothing. In equilibrium, the profits that informed agents gather just 

cover the costs of acquiring the information. Good firms prefer as many as possible 

informed traders because all the informed agents want to invest their wealth to the good 

firm and thus increase the amount the firm receives. By creating safe (information insen

sitive) and risky (information sensitive) securities the firm provides incentives to the 

traders to become informed. Safe security could be considered to be debt and risky as 

equity. This occurs because the price of purely risky security fluctuates more creating 

profits to the informed traders. Increased profits from being informed makes traders to 

buy more information and the value of the good firm increases. Bad firms find it worth

while to mimic and split their securities like the good firms because in that way they 

receive the average value of the two. Unchanged proportion of good and bad firms 

maintains the incentive of the traders to become informed further on and the existence of 

liquidity traders keep the prices not fully revealing. In this approach to security design 

the examined articles have not been observing closer the features of asymmetric informa

tion itself. However there are articles that show how the interpretation of asymmetric 

information can vary very much.

The following literature opens the Myers and Majluf concept of asymmetric information 

and examines if debt minimizes the adverse selection problem of raising external capital. 

Nachman and Noe (1994) point out problems concerning Myers and Majluf approach. 

First is that only a limited menu of security designs have been considered, mainly debt 

and equity. Second is that Myers and Majluf argument regarding the minimization of 

underpricing ignores the inferences market participants may draw regarding the produc

tivity of the issuers of various securities. Third problem is that there is no clear delinea

tion in the literature as how to order the range of firm productivity so that the proposi

tion will hold. The object of their examination is to address the issue of security design 

under asymmetric information in general and the validity of the folklore proposition in 

particular.

It is assumed that the firm knows its probability distribution of investment generated 

cash-flow but the suppliers of capital do not. The resulting game of incomplete informa

tion is called capital raising game. The capital raising game is two-date game where 

investment is made in date 0 and pay-off is paid out date 1. In the game it is required that 

the payment for the new claimants, those who buy security, is non-decreasing in the

tribution and a mean of zero.
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available firm cash flows. Another requirement is that the residual claim paid to share

holders of record at date 0, has to be non-decreasing in the available cash flow. Designs 

that satisfy these requirements include all common security designs, debt, equity, war

rants, convertible debt, and in addition at least putable stock. Suppliers of capital are 

viewed as monolith of identical investors in a competitive capital market. Investors are 

risk neutral, with no impatience, including the shareholders and managers. It is assumed 

that all projects have positive net present value. Nachman and Noe take an approach to 

adverse selection that differs from proposed by Myers and Majluf. They assume that 

there is no informational asymmetry regarding assets in place and that the firm is all 

equity financed. This allows them to study purely the design of securities without having 

to worry about is the project implemented at all. However, there is an interesting asym

metry of information which is in a way related to Myers and Majluf type of informational 

asymmetry. It is assumed that the firm has private information regarding the productivity 

of its investment opportunity. The productivity of an investment project is given by 

distribution function representing the distribution of cash flows available at date 1. The 

firm learns the productivity of the investment at the beginning of the game. The market is 

not informed of the productivity of the firm, but there is a prior probability of the reali

zation of the firm’s private information. The choice of security to issue is made by the 

firm that seeks to maximize the full information date 0 value of the firm to its sharehold

ers of record prior to issue. The value to shareholders of record at date 0 consists of the 

excess of the proceeds from the sale of securities plus the full information value of the 

retained equity claim. The benefit from mimicking the high productivity firm is the higher 

price for which the securities will sell. The cost is that the intrinsic value of the claim 

issued may be higher and therefore the value of the retained equity claim may be lower. 

Productivity types, in other words firms, are ordered according to first-order stochastic 

dominance30 of cash flow distributions. In the absence of issuing costs there are incen

tives for low productivity firms to mimic good firms. Nachman and Noe, therefore, 

create pooling. They pool productivity types to upper and lower pool. Concept of ori

ented set of securities is defined to be an outcome of the pooling equilibria game. The set 

of debt securities is oriented only if the set of productivity types can be ordered by con

ditional stochastic dominance. Considering the results of the Nachman and Noe this 

implies that debt financing is a pooling equilibrium outcome only if firm types are or

dered by stochastic dominance. The optimality of debt is not the only possible outcome

30 Firm’s cash flow is said to be stochastically dominant over another if the firm receives greater val
ues from it in every state of nature.
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of the game. Debt is only one extreme of the acceptable securities and could be found to 

be not optimal in some cases. In such cases debt can be replaced with other designs of 

securities or their combinations. Until here the asymmetric information problem has been 

mainly surveyed from a viewpoint of reshaping debt and equity. Next the role of contin

gencies in financial contracts (e.g. debt) mitigating the asymmetric information problem 

is examined.

Basically contingencies could resolve the asymmetric information problem, as well as 

problems between share- and debtholders, if the observation of the contingencies would 

be unbiased. However the informed agent might have incentive to distort the contingent 

measurement system and achieve gain in that way. Allen and Gale (1992) suggest that 

optimal contracts should include contingencies that mitigate, for example, informational 

asymmetries. However, in reality such contracts are rare, because of their complex form. 

The underlying idea behind their article is that it is impossible to write contracts that are 

contingent on “states of nature” since states of nature are not verifiable. The contingen

cies incorporated in real contracts depend on signals produced by measurement systems. 

For example, if bond repayments are contingent on accounting profits, there has to be a 

reliable accounting system to produce the profit figures. A measurement system may be 

“noisy”, so that it produces at best imperfect information about the variables that really 

matter to the contracting parties. Moreover, the system may also be distorted by one of 

the parties of the contract. This is one of the main reasons why Allen and Gale argue that 

contingencies are not widely used. Distorting the information produced by the measure

ment system is costly and this limit the amount of distortion. The paper is related to 

Myers and Majluf, in the sense that, there exist adverse selection. When two parties to a 

contract first meet, they have incomplete information. The proposal to include a certain 

kind of contingency can be interpreted by one party as a bad signal about the other. 

Rather than send a bad signal, which could lead to the rejection of the entire contract, the 

party proposing the contract may choose to exclude the contingency. Allen and Gale 

show that different types (different preferences) of agents pool in equilibrium and that 

they pool at the non-contingent contract. The feature that makes non-contingent contract 

special is that it is the only type of contract at which no type has an incentive to distort. 

Evidently, the result depends on the interaction between adverse selection and measure

ment distortion. Furthermore, it is assumed that purchaser of the contract is indifferent to 

the other side’s type if the contract is non-contingent. This is important, because if the
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purchaser is not indifferent to the other side’s type the results can be reversed and non

contingent contract is no longer optimal. Finally, the article clearly shows that adverse 

selection may lead to non-contingent contracts which is based on the distortion of the 

system which provides information. In a way contingencies could provide entrepreneurs 

insurance, for example, against cash flow fluctuations.

5. 4. Remarks

Other instruments that can be used to mitigate agency problems 

convertible debt31. Both instruments are traded on the secondary 

introduced shortly here.

Initially callable debt is ordinary debt plus a condition according which the stockhold

ers are allowed to buy the debt back at predetermined call price. The condition to call 

corporate debt provides a mechanism for stockholders to reap the increase in bond 

value during periods of declining interest rates. On the other hand debtholders discount 

all the relevant agency cost in pricing noncallable debt. When callable debt is issued 

stockholders have to pay the provision for the call possibility. However this is worth 

paying because so stockholders can improve their position without impairing bond

holders welfare. This arises from the fact that noncallable debt can be harmful to the 

shareholders, because debtholders discount all the relevant agency costs in pricing 

noncallable debt. The value of a callable bond consists of the underlying noncalable 

bond minus the value of call privilege. Moreover, the issuance of callable debt with an 

appropriate call price resolves the agency cost involved with risk shifting. The solution 

to the incentive problem is to design the call price such that the change in equity value 

(from high-risk projects) is offset by the change in the value of the call privilege.

Convertible debt is debt contract that promises the holder a conversion of the debt into 

equity at predetermined conditions. Convertible debt can be represented as an ordinary 

debt plus a put option. Convertible debt reduces, at least the problem of the use of 

non-pecuniaries by the management. Namely, assume the case of owner-manager. If he 

reduces the value of the firm by increasing the consumption of non-pecuniaries, he 

does not only reduce the value of his interest in the firm, but he also increase the value

31 See Bamea, Senbet and Haugen (1985).
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of the put option in the convertible debt, which is liability to him. However this does 

not apply when the ownership and management is totally separated in a publicly held 

firm.

Finally, it is studied how do security design models contribute to the examination of 

increased stability created through financial markets in EMU. The main objective of this 

chapter is to provide support to the second basic issue in the thinking structure of the 

study. The second basic issue is that financial intermediation and security design try to 

find solutions to overcome agency problems causing macroeconomic fluctuations. Par

ticularly, in this chapter the role of security design is examined. The provided support is 

based on the following ideas.

• First, management's use of non-pecuniaries can be reduced by introducing 

management option contracts. Option would function in the following way. 

Whenever the manager reports good news he obtains an option on the firm's 

cash flows, and if he reports bad news, he is compensated using a salary con

tract. Hence the manager has no incentive to hide information. In addition by 

threatening with liquiditation an entrepreneur will not use non-pecuniaries and 

will reveal all relevant information.

• Second, problems between equityholders and debtholders can be reduced 

through three ways. Intuitively contingencies would provide one device to 

decrease the problems between share- and debtholders. However this is not 

the result, because using e.g. income-contingent contracts gives arise to 

doubts that incomes will decline in the future. In addition the measurement of 

contingencies can cause difficulties. Shareholders generally find it advanta

geous to attach various covenants to debt issues. Without these covenants, 

lenders would require a higher yield on bonds and shareholders solely would 

have to pay for the agency costs. For bond covenants to have value, they have 

to be respected by the firm. When renegotiability is added to covenants their 

restrictiveness is eased and the firm can more easily pursue profitable invest

ments. Finally, a warrant can be considered as an American call option with 

long maturity and written by the firm. It is argued that a warrant with 

cash/equity settlement options for the borrower is optimal contract in a setting 

with the agency costs between equityholders and debtholders. Cash/equity
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settlement option allocates higher debt payments to better states, when the 

borrower chooses the cash payment.

• Third, The agency cost arising from asymmetric information in raising capital 

from outsiders can be reduced by creating basket-securities, information- 

sensitive/insensitive securities and pooling securities. With basket-securities 

the security-specific component of asymmetric information get diversified 

away. Basket-security consists of multiple security basket. It is suggested that 

it is worth for the good firm to issue securities that are information-sensitive 

and insensitive. The reason for more profitable informed trading is that in

formed traders have invested in information and then allocated their con

strained endowments to information-sensitive security earning higher returns. 

Good firms prefer as many as possible informed traders because all the in

formed agents want to invest their wealth to the good firm and thus increase 

the amount the firm receives. On the other hand, if the firm wants to minimize 

the agency cost involved with the raising of additional capital from outsiders it 

would prefer information-insensitive security. Firms can also be pooled by 

their productivity types to upper and lower pool. Productivity types are or

dered according to first-order stochastic dominance. According to pooling 

game, debt is not the only possible optimal security. Debt is only one extreme 

of the acceptable securities and could be replaced with other designs of secu

rities or their combinations in some cases. Finally, it can be argued that at

tachment of contingencies could resolve the problem of asymmetric informa

tion in raising additional capital from outsiders. However it is argued that 

contingencies will become too complex and they depend on signals produced 

by measurement systems. The measurement systems may be distorted by one 

of the parties of the contract and that is one of the main reasons why contin

gencies are not widely used.

For the third basic issue32 in the structure of the study this chapter contributes in the 

following way. For EMU environment the implication could be that highly integrated, 

deep financial markets would provide best possible environment for the development 

and use of these securities to mitigate agency costs. On the other hand when strategies 

to mitigate agency costs were surveyed, it became obvious that developed financial

3" Third basic issue is that EMU and capital market integration enable the existence of such markets 
that mitigate agency costs.
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markets are essential to implement these minimizing strategies. In larger extent, it can 

be argued that the most optimal solution for the EMU would be a combination of in

termediaries and instruments traded on financial markets or on other markets. Hence, 

the issues concerning optimality of financial market structure to minimize all agency 

costs simultaneously are examined next.

In finance constraint business cycle- models these security designs do not so much help 

situations caused by underdevelopment of intermediaries, but they will help in the fol

lowing situations. First, the situation where a firm cannot self-finance its investment 

and economy is in a recession where agency costs are high. Then agency-cost immune 

arrangements would ensure financing despite the macroeconomic business cycle posi

tion. Second, if firms have proper financial instruments to optimize their agency costs, 

there would be no need to restrict e.g. level of production because of the lack of fi

nancing and firm can concentrate on producing. This provides stability to the real 

process of production, when the firms are connected to each other through production. 

Third, if firms face constraints in raising capital from financial markets because of 

agency costs would right design of securities mitigate this problem.

6. On the optimality of financial systems

This chapter provides arguments that support the third basic issue in the structure of 

the study. The third issue argues that EMU, capital market integration and develop

ment enable the existence of such financial markets that better mitigate the three 

groups of agency costs (see chapter 2). The objective of this chapter is to characterize 

how financial systems can develop to overcome the agency problems.

Earlier we strictly assumed that the reasons for existence of the financial institutions and 

markets are not examined. Further on the assumption holds, because solving agency 

costs are only one of the set of the institutions’ different tasks33. So when we survey 

optimality of financial systems and intermediaries we do not consider the universal opti

mality.

33 other tasks are, for example, sharing risks and power, allocating capital.
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To form characteristics of an optimal financial system to solve both the asymmetric 

information problems and agency problems simultaneously both streams of literature 

should be surveyed together. Here, the features concerning the underlying institutional 

structures of the articles are briefly reviewed.

If intermediaries in the models “resolving” agency costs are examined, in the Diamond’s 

(1984) model an intermediary is delegated the task of monitoring and diversification. 

Gale and Hellwig (1985) have the same structure than Diamond. They name the inter

mediaries to banks or insurance companies. Scharfstein and Bolton (1990) do not name 

any market structure. They simply assume the existence of investors and entrepreneurs. 

The security they use is only defined to resemble debt contract. Also Harris and Raviv 

(1990) use debt contracts. They do not define further structural needs in the model, the 

model suggested by Millon and Thakor (1985) demands a creation of trustworthy rating 

agencies. In addition Krasa and villamil (1992a,b) assume an ordinary bank to be the 

intermediary.

If institutions in the models resolving agency costs by designing securities are consid

ered, Blazenko (1987) argues that firms’ capital structures are the devices to overcome 

the problems. Brennan and Kraus (1987) introduce the choice of instruments, which 

means that there have to be the instruments and markets for them, too. They do not 

identify exact securities. Instead, Subrahmanyam (1991) show the rational of basket- 

securities. The structure demanded to create index-based securities is not specifically 

defined. However it is clear that some kind of intermediary or market is needed to take 

care of transactions. In the model of Boot and Thakor (1993) the operating agent is a 

firm, but the firm needs counterparts and markets for its new securities. Nachman and 

Noe (1994) provide a model which includes all common security designs (debt, equity, 

warrants, convertible debt etc.). Furthermore Stulz and Johnson (1985) examine cove

nants and Berlin and Mester (1992) extend consideration by adding renegotiation. Green 

(1984) and Chiesa (1992) introduce the use of warrants and cash/equity settlement op

tion. So the structures needed to realize optimal concept is in minimum only a possibility 

of debt and in maximum the existence of complex multi-instrument financial market.

Many of the structures introduced in the security design and intermediary models already 

exist. The proper functioning and balance of the structures are obviously important in
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achieving the reductions in agency costs. However, it is almost as obvious that because 

of market incompleteness these structures do not function perfectly. Moreover, if po

tential EMU countries are considered, there exists different kinds and different levels of 

national financial markets. How to choose the optimal one and what view to take to

wards structural adjustment costs that vary country by country?

In this chapter the examination of optimality has been divided to two different groups. 

The literature concerning the issue is growing fast. However the research issues are fairly 

new. One approach could be found from endogenous growth literature which evaluates 

the financing system from efficiency point of view. Basically the underlying idea is that 

the smaller the total cost of intermediary the more efficient the system. The efficiency 

viewpoint is also examined in market microstructure literature, which has recently devel

oped but is beyond the scope of this study. Another branch of literature concerning bank 

and market combinations is empirical literature evaluating differences between mainly 

Germany and the United States. Despite the empirical origin of the literature it is getting 

more theoretical features when oversimplifications have been developed.

Until recently there has not been literature conducting the issues of financial markets and 

banking under the same category to examine financial system as a whole. Thakor (1996) 

has approached the issue and examines questions concerning banking system details. 

Firstly, he argues that a reason to care about financial systems is their positive correlation 

to the economic development. Screening activities of banks generates signals about 

firms’ creditworthiness. These signals could improve investment in the economy. When 

banks observe that increase in loan interest rates leads to riskier loans, they implement 

credit rationing. However, credit rationing does not work if loans are somehow unique, 

because in that case decrease in investment follows. Banks increase liquidity by issuing 

liquid deposits claims against illiquid loans, which leads to better risk sharing. Banks can 

make loan commitments, which mean that they promise to lend at predetermined terms. 

Loan commitments enhance investment. Different banking systems have different ap

proaches to debt restructuring. It is suggested that bank-based system persists with bad 

projects too long, while market-based system cut off good projects too early. Stock 

market can be used as a signaling device. Right interpretation of stock market signals 

might lead to improved real decision making. Secondly, financial systems differ country 

by country, so that U.S. market-based and Germany’s bank-based systems represent
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polar cases. Different systems have their positive sides but inefficiences too. A bank

based system is better solving agency costs between lenders and borrowers while mar

ket-based system may decrease informational asymmetries34, the optimal system is possi

bly found in between. Thirdly, financial system might have an impact on firms’ capital 

structures and thus on corporate control, information and agency questions. As it was 

earlier shown agency costs between managers and owners are usually resolved by debt 

and intermediation. Agency problems between debt and equity holders are resolved with 

debt warrants and asymmetric information with appropriate design of securities. 

Fourthly, Thakor refers to the possible conflicts of interest in universal banking. The 

argument against universal banking has focused on conflicts of interest arising from the 

dual role of universal banks in lending and securities underwriting. These conflicts may 

be manifested in mispresentation of the financial condition of a borrower whose capital 

market issue is being underwritten by the lender or a delay in taking a borrower to the 

financial market because profits on lending exceed those on underwriting.

Thakor’s article offers a general insight to the “theory” of financial systems by conduct

ing the different tasks of banks formulating the financial system framework. Furthermore 

the article clearly shows how banks as financial intermediaries offer a partial answer, at 

least, to conflicts between managers and owners. It also shows what is the significance 

of asymmetric information and agency costs in banking industry. The article does not 

take a view towards the evaluation of efficiency of the system. However there is a branch 

of literature which survey this problem. Namely in endogenous growth models the effi

ciency of the system becomes under consideration.

6. 1. Financial intermediation systems used in endogenous growth
models

Here endogenous growth models are studied from a viewpoint of efficiency. The effi

ciency of the financial system is meaningful as well for the mitigation of business cycles 

as for EMU. Mitigation of business cycles depends on the intermediary arrangements and 

security design. The more efficient the structure which transmits the financing is the 

easier is the implementation of the actions decreasing the severity of adverse business 

cycle. Through this intuition, it would be worthwhile to increase the efficiency of finan-

34 Because of information disclosure requirements in the financial markets.
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ci al markets in EMU as high as possible. In fact, the elimination of exchange rates would 

already be one step towards more efficient financial markets in Europe.

Despite the fact that this literature emphasizes more economic growth than financial 

systems, it gives an insight to the optimality of financial intermediation. It examines 

among other things investment, that is decreased because of the e.g. asymmetric infor

mation. So the financial system in endogenous growth models aim to resolve these 

problems and at the lowest possible cost. In fact, endogenous growth literature examines 

how financial development may accelerate economic development by facilitating capital 

transfers in developing environment. The literature forms an insight to the incentives 

creating and developing financial structures in the economy. First, it provides basic mo

tive for endogenous arise for financial structures and second, it shows what meaning 

might improvements of these structures have on economic growth. The literature is 

interesting because it enables us to interpret what determines the existence of the inter

mediaries and the markets from the economic growth point of view. Furthermore, it 

shows that the cost of the financial system is of fundamental meaning in the macro- 

economic sense (in this case lower costs promote growth). The use of endogenous 

growth literature is based on the fact that it mirrors the development of the literature 

concerning financial systems. On the other hand the literature ends up to emphasize 

transaction costs' role in the financial systems design and viability.

In addition to the stability aspect endogenous growth literature opens an insight to the 

effect of financial intermediaries and agency costs on innovation which enhances growth. 

De la Fuente and Marin (1996) construct a growth model where financial intermediaries 

emerge endogenously to avoid the duplication of monitoring activities when firms inno

vate. In their article they define financial efficiency and argue that it is an endogenous 

variable. In the model financial efficiency means the ability to channel resources into 

innovation. They argue that informational problems cause the emergence of financial 

intermediaries. And they argue also that the factors interfering with the financing of 

innovation can also generate profit opportunities for agents willing to specialize in the 

financing and monitoring of entrepreneurs. The constructed link through financing oper

ates in the following way. First, risk aversion and private information in research gener

ate moral hazard problem and calls for incentive contracts which do not provide for 

efficient risk sharing. Investors want to avoid risk and invest to projects that are safer.
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Financial intermediary has incentive to create ability to mitigate the problem of asymmet

ric information and begins to supervise the entrepreneurs. Thus financial intermediaries 

generate growth. The thinking-structure is mainly similar to the one which was assumed 

earlier in this work. Namely, that some macroeconomic phenomenon is improved by 

reducing asymmetric information and agency costs35. Furthermore the model of de la 

Fuente and Marin shows the connection between financial intermediaries and economy. 

They give only a general characterization of a financial intermediary. However, they 

point out that financial structures may increase financial allocation efficiency, but that 

they are also costly to build and maintain and will therefore not always be viable. When 

mitigation of business cycles with development of financial arrangements in EMU is 

considered, this means that the costs creating and maintaining new institutions should 

also be taken into account.

There are also articles that characterize the role of financial markets and the features 

involved in the development of the overall economic structure. Studart (1995) provides a 

general insight to thinking of financial systems efficiency. He begins by arguing that a 

single competitive capital market allocates saving and investment optimally. He continues 

by admitting the role of asymmetric information and adverse selection in creating prob

lems in financial intermediation. He states that the macroeconomic role of savings and 

financial markets mainly depend on two factors: size and stability and that as economy 

develops the role of intermediating institutions become more essential. Finally, it is ar

gued that a financial structure may have developed finance and funding mechanisms, but, 

at the same time, maintain high costs of intermediation between ultimate lender and 

ultimate borrower. So the efficiency of financial system depends on costs between ulti

mate lender and borrower.

In the model of Greenwood and Jovanovic (1990) institutions arise endogenously to 

facilitate trade in two different ways. First, trading organizations allow for a higher ex

pected rate of return on investment. Intermediaries collect and analyze information about 

investment projects and allocate capital to best projects. Second, trading organizations 

pool risks which provides insurance for individuals. King and Levine (1993) have a

35De la Fuente and Marin concentrate on monitoring technology which is different than monitoring 
normal operation. In fact, Thakor (1996) argues that in the case of innovations the role of bank is em
phasized, because they can provide greater confidentiality of R&D information. The bank is not obliged 
to reveal the information, thus it is informationally safe source of finance for the innovating firm. In 
other words, the confidentiality requirement of a R&D firm rises its cost of issuing public securities.
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similar financial structure in their paper, where also empirical evidence is provided. Nev

ertheless, investment in organizational capital is costly. High-income economies are 

better disposed to undertake such financial superstructure than lower-income economies. 

This means that as the economy develops it can better afford to construct efficient sys

tems for financing, which in this case facilitates growth. It could be thought that as econ

omy develops further it can afford more and more sophisticated financial system. In this 

model it is matter of costs and nation’s wealth to achieve sophisticated financial system. 

Bencivenga and Smith (1991) use traditional model of banks accepting deposits and 

borrowing funds to entrepreneurs. Saint-Paul (1992) shows that the development of 

financial markets allows the use of riskier technologies, and technological choice affects 

the viability of financial markets. In other words, without financial markets risk diversifi

cation is done through safer (less innovative) technology choice.

Sussman (1993) focuses on the “gross markup” of the banking system, meaning the gap 

between the (real) rate at which banks borrow and lend money. He argues that the gap 

(in addition to the more conventional default-premium component) is the cost of finan

cial intermediation. When the capital stock increases, the market for financial interme

diation increases and, thus, the number of banks increases. In the model, each bank 

becomes more specialized, and thus efficient, over a smaller market share. As a result the 

cost of intermediation falls and the markup decreases. Ideas are developed further in 

Sussman and Zeira (1995). They define the cost of financial intermediation as the costs 

of transferring one unit of loan from an ultimate lender to an ultimate borrower as a 

result of the existence of monitoring costs. Monitoring costs are defined to increase with 

distance. This allows banks to specialize. The costs of intermediaries decrease when the 

average distance between banks and firms is reduced. The empirical part of their paper 

shows that the cost of financial intermediation is indeed lower in the parts of United 

States which have higher output per capita. In fact, it has earlier become obvious that in 

EMU the banking sector should specialize. There are already the groups of local and 

”higher-level” banks. Now also from efficiency point of view this grouping is rational. 

Next transaction costs role is taken under consideration.

Bencivenga, Smith and Starr (1995) take transaction costs approach to the endogenous 

growth problem. For them transaction costs are commissions, fees, taxes, and the bid-ask 

spread between buying and selling prices, which represent the wedge between lender and
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borrower in the financial market. Transaction costs are used to measure the liquidity of 

the financial market; the lower the transaction costs the more liquid the market. Ben- 

civenga, Smith and Starr (1996) give even more detailed explanation of transaction costs' 

role. They argue that transaction costs could be divided to costs causing real social loss 

of resources and others representing simple transfers between agents. Costs representing 

transfers are, for example, rents accruing to brokers or market makers, or taxes paid to 

the government. The paper concentrates on these costs leaving resource-loss costs out of 

examination. Naturally, reductions in resource-loss costs have direct effects on system’s 

welfare. On the other hand, in the case in which transaction costs represent pure fees or 

rents, and create the bid-ask spread between lenders and borrowers, the allocative effi

ciency of the financial system could be analyzed. Here the stock market has been consid

ered, but usually endogenous growth models examine banks as acting the only existing 

financial intermediaries. From this viewpoint the elimination of exchange-rates in EMU 

would be a step towards decreasing transaction costs. In addition increased competition 

in the financial sector would decrease fees further on.

If only endogenous growth models are examined, EMU would create a positive growth 

impact because of the development of common financial markets, enhanced competition 

and elimination exchange-rate transaction costs. However implications of these models 

for stability in EMU are quite simple. More developed financial markets would provide 

easier and cheaper access to instruments that mitigate agency costs. On the other hand 

when financial system to decrease agency costs is considered, the costs and the viability 

of the planned solution should be taken into account. As it was argued the endogenous 

growth models do not survey agency costs. Hence, next the optimality of bank- and 

market-based systems is examined.

6. 2. Comparison of a bank-based and a market-based system

These article do not directly survey agency costs, but as it has been seen some agency 

costs between lenders and borrowers are resolved through intermediaries while agency 

costs between share-and bondholders and asymmetric information problem are resolved 

through the securities’ market. Thus, it is possible to characterize the possible optimal 

combination by examining literature concerning comparison of bank- and market-based 

systems.
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First, Frankel and Montgomery (1991) have studied the link between bank structure and 

bank performance in Germany, Japan, the United Kingdom and the United States. Dif

ferences are examined in performance, regulation, competition, customer relationships 

and bankruptcy procedures. They argue that comparative bond ratings suggest that large 

U.S banks are surveyed poorer investments than other countries in the survey. One 

important regulation difference is the German allowance of universal banks, which is 

prohibited in the United Kingdom and the United States. When differences are surveyed, 

they state that possible economies of scope might be found in universal banking and thus 

improve bank performance. Furthermore, synenergies could be captured, because of the 

common informational needs of insurance and banking. However, no empirical evidence 

is provided. An alternative to universal banking is Japanese keiretsu, which offers a way 

to increase returns from investing in information beyond the returns that might be ob

tained on the open market. Evidence of competition levels in different countries is mixed. 

The competition differs so much country by country that it is difficult to conclude where 

the competition is hardest. Particularly, in Japan and Germany relations between banks 

and their customers are close and important. In both countries banks are also large equity 

holders, which increases their risk of bankruptcy. Frenkel and Montgomery admit that 

the quantitative data they have used are difficult to interpret and conclusions they draw 

are more or less only informative.

Indeed, Edwards and Fischer (1994) provide empirical evidence, which shows that the 

superiority of German system has been overestimated. They argue that the view of Ger

man banks is based on very limited evidence, which is constructed from only simple 

correlations. In general the view is based on the fact that Japanese and German growth 

have been better than in the United Kingdom in recent decades and this is due to differ

ent banking systems. However, there are other important differences, for example, edu

cation and macroeconomic policy (more stable in Germany), which might have affected 

the growth rate, too. The provided aggregate evidence and the evidence on individual 

features of bank lending in Germany show that it is wrong to regard German firms more 

depended on the banks when financing investment than firms of the United Kingdom36. 

The common belief of German banks has been the universal nature of them. It has been 

argued that banks can exploit economies of scale in information gathering, economies of
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scope between various forms of information collection and the exercise of control rights 

attached to debt and equity finance. However, empirical evidence shows that bank loans 

to all firms in Germany are not dominated by a relatively small number of banks. This 

means that large part of lending is undertaken by smaller banks that cannot exploit 

economies of scope. House-bank arrangement suggests that banks have close relations 

with firms, which means good information of firms economic condition. When banks 

have “insider” information, according to finance theory they should hold equity. Instead, 

equity supplied by banks is only a fraction of supplied debt, which could be interpreted 

so that banks do not have “insider” information. There is doubt cast on the exercise of 

control rights, because of owner structures of banks. The largest banks are widely and 

publicly listed. Managers of these banks use the power of control on firms owned and 

financed by banks. If nobody effectively monitors the managers of large banks, do bank 

managers have any incentive to properly monitor managers of the firms? The ownership 

structure does not form efficient incentive system. However Edwards and Fischer sug

gest that German system might have advantage which is created through implicit long

term relationships between firms and banks. After these articles the more theoretic ob

servations have been presented.

However the articles are still heavily connected to empirical facts. Allen and Gale (1995) 

have done a comparative study of financial systems by comparing financial markets in 

German and the United States. They have oversimplificated the financial systems in those 

countries and aim to study the welfare effects included in the systems. They do charac

terize German system to be one which is dominated by relatively concentrated banks. 

The country is heavily banked because of the amount of bank branches. Banks are in

volved in control of industry and there is long-term relationships with firms. Furthermore 

there is no active market for corporate control. On the other hand they describe the U.S. 

system as one with providing possibilities of direct financing. They also allow many 

different types of intermediaries, such as mutual funds and consumer finance companies. 

Banks are affected by the existence of financial markets, because they can use markets 

for risk management. The welfare effects are examined from two viewpoints: first from 

household point of view and second from firms point of view. On household side Allen 

and Gale focus on risk sharing and intertemporal smoothing issues. They argue that U.S. 

markets provide much larger menu of risk sharing possibilities than German markets.

36 The argument is based on the aggregate result that UK non-financial enterprises had financed a 
higher proportion of their gross capital fonnation by loans from financial institutions than had Ger-
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However, as there are incompleteness on the market, intermediaries might have some 

advantages. For example, intermediaries might provide better insurance against liquidity 

shocks. Furthermore, it is argued that markets plus intermediaries might provide the 

optimal solution on the diversification problem. Another dimension of risk sharing that is 

important to households is intertemporal smoothing of consumption. This point is based 

on reserves that intermediaries can build to smooth the price changes on the markets. 

Different generations of investors take part in the markets different time and like history 

shows prices on the markets can decline or rise in periods that last a decade. The phe

nomenon would create inequality between generations if smoothing opportunities do not 

exist. Intermediaries smooth adverse price changes by lowering reserves and upward 

changes by creating reserves. Allen and Gale study intermediaries called superbanks that 

could offer a menu of bank accounts with different risk characteristics. These banks 

would combine the best features of both the market and traditional intermediaries. The 

stock markets have a major significance for firms in allocational sense. Information that 

is commonly spread helps firms to make good investment decisions. Firms can also 

make better decisions whether to enter an industry or not. On the other hand bank-based 

system might have alternative solution for the problem. Closer firm monitoring by inter

mediaries might help in investment decisions. In financing agency costs and asymmetric 

information problems suggest that neither markets nor intermediaries can achieve effec

tive solutions. The reasons for that are high costs to raise funds and remaining asymmet

ric information. As a consequence firms rely on internal financing, which leads to in

creased amount of mergers and acquisitions. This channel constitutes an informal market 

for internal funds. Firms with cash buy growth opportunities. The question of corporate 

control is complex and not solved yet. At first sight German system without market for 

corporate control would lead to inefficiency of firm management, but closer insight 

reveals that ownership in German firms is highly concentrated, leading to enhanced 

monitoring. On the other hand if firms are widely held, there is a “free-rider”- problem of 

monitoring. Finally, it is argued that German system promotes long-term consensus- 

based decision-making while U.S. market- based system encourages dynamic industries 

where wide agreement is lacking. The article has surveyed a stable situation where no 

development occur. However in recent years there has been a massive pace of financial 

innovation.

man non-financial enterprises in the period 1970-1989.
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Next the financial innovation is connected to asymmetric information by arguing that 

major part of recent innovation concerns decreasing informational problems. Boot and 

Thakor (1995) become to a result that financial innovation in a universal banking system 

is stochastically lower than innovation in a financial system in which commercial and 

investment banks are functionally separated. The result is interesting, because in the their 

model intermediating banks reduce agency costs and financial innovation reduce asym

metric information. The model consists of four players: commercial banks, investment 

banks, borrowing firms, and the financial market. Each player optimizes its own position. 

Commercial banks specialize in post-lending monitoring to decrease asset-substitution 

moral hazard. Investment banks help borrowing firms to raise funds in the financial mar

ket and design securities to lower their borrowers’ cost of capital. Borrowers choose the 

financing source that offers the lowest cost of capital. The financial market consists of 

informed and other traders. Security design defines how many traders become informed 

(and hence trading volume). Thus security design lowers asymmetric information. Obvi

ously the attributes of borrowing firm have its own impact on traders interest to become 

informed. The advantage of capital market financing for the borrower is that informed 

traders pose payoff-relevant information that the borrower does not have. The market 

price of firms’ debt securities reveal this information and noisily transmit it to the bor

rower, which leads to improved real decisions. Now, borrower’s trade-off problem 

consists of the advantage of bank financing (decrease in moral hazard) and the advantage 

of capital market financing. In other words the trade-off is between agency costs and 

asymmetric information and the borrower evaluates the costs to choose the cheapest 

possible combination. Boot and Thakor state that the welfare analysis is not possible, 

because security demand is exogenous in the model. However, they comment that sepa

rated banking system creates welfare because of its informational role and that universal 

banking system creates welfare by reducing moral hazard. Finally, it is argued that possi

bly in a very fragmented universal banking system financial innovation would not be 

discouraged by the universal nature of banking. It should be noted that the article takes 

asymmetric information as an advantage of the borrower by assuming that market signals 

what kind of decisions the firm has made. The asymmetry of information is a problem of 

uninformed agents when the market consists of informed and uninformed agents.

The reviewed literature shows that the issue of financial systems is new and developing. 

It can be seen that there is a distinction between bank- and market based systems and
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that finally informational asymmetries are better solved through financial markets and 

other agency costs through banking. For business cycles the fragmented system, which is 

proposed by Thakor (1995) would be the optimal one, because it solves most efficiently 

all the agency cots causing propagation without concentrating on only one. Hence, in the 

case of EMU if more stability is tried to achieve by developing financial markets the 

fragmented model would be better than bank-based system, which can be found from 

Germany.

6. 3. Remarks

Finally, it is studied how do issues related to financial systems contribute to the examina

tion of increased stability created through financial markets in EMU. The main objective 

of this chapter is to provide support to the third basic issue in the thinking structure of 

the study. The third basic issue is that EMU and capital market integration in EU enable 

the existence of such financial markets that mitigate the agency costs. The provided 

support is based on the following ideas.

• First, endogenous growth literature shows that the cost of financial system is 

of fundamental meaning in the macroeconomic sense. The models show that 

financial structures may increase financial allocation efficiency, but that they 

are also costly to built and maintain.

• Second, it is argued that the macroeconomic role of savings and financial 

markets mainly depend on two factors: size and stability and that as economy 

develops the role of intermediating institutions become more essential. It is 

also argued that the efficiency of financial system depends on the costs be

tween ultimate lender and borrower. When economy develops it can better 

afford to construct efficient systems for financing, which promote e.g. 

growth. The cost of financial intermediation can be reduced when capital 

stock increases and each bank becomes more specialized over a smaller mar

ket share.

• Third, transaction costs are divided to costs causing real social loss of re

sources and others representing simple transfers between agents. It is argued 

that reductions in resource-loss costs have direct effects on system's welfare.
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On the other hand pure fees and rents (bid-ask spread) defines the allocative 

efficiency of the system.

• Fourth, It is argued that there is a difference between market-based and bank- 

based systems. Market-based system can provide better risksharing possibili

ties and resolve asymmetric information problem, because of the existence of 

more complex securities. However, the disadvantage is argued to be possible 

lack of liquidity. In bank-based system, there is no such threat of illiquidity. 

And it is argued to be better in resolving agency cost (not related with capital 

raising from outsiders), because of good monitoring ability. Moreover bank- 

based system does not solve the agency problem involved with capital raising 

from outsiders effectively. In addition it is argued that bank-based system 

promotes long-term consensus-based decision-making while market-based 

system encourages dynamic industries where wide agreement is lacking. Fi

nally, it is stated that in a very fragmented universal banking system financial 

innovation resolving asymmetric information might be possible simultaneously 

with traditional monitoring activities that resolve agency costs between secu

rityholders and management and is done by banks.

Next all the examined conceptions will be summarized and conclusions are made.

7. Summary and conclusions

The brief review in the beginning of this study clearly shows that in the literature on the 

macroeconomic adjustment in EMU, the rigidities of the various stabilization channels 

are of key importance. The main stabilization channels analyzed are wage flexibility and 

labor mobility. The literature refers to the possible role of financial markets as a stabiliz

ing channel. The survey of the literature on European financial markets reveals that, the 

stabilization role is not addressed at all. Hence, the motivation of this study is to find and 

characterize the possible connection between financial markets and macroeconomic 

stabilization, and examine the evolution of this relationship in EMU..
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Agency costs create propagation

Forces creating macroeconomic fluctuations can be divided to impulse (exogenous 

shock) and propagation mechanism. In financial markets propagation mechanism is 

defined to consist of capital accumulation. Basically, because of the nature of the agency 

costs caused by asymmetric information, strengthened financial positions in booms re

duce these costs and weakened financial position in recessions raise them. This propa

gates macroeconomic fluctuations. More particularly, financial markets can propagate 

macroeconomic fluctuations in the following ways.

First, In a downturn propability of bankruptcies increase and firms’ cost of capital be

comes higher when it in turn cuts investment. The effective cost of debt or equity de

pends on the risk free return plus the risk premium which increases with the propability 

of bankruptcy. Without the agency costs associated with raising external finance 

(Mayers&Majluf) the propagation effect would be smaller. To qualify my analysis that 

concentrates on the effects of agency costs, it should be noted that the increase in the 

cost of capital in downturns does not entirely depend on informational asymmetries in 

the financial markets, and decreasing the agency costs in financial relations does not 

remove macroeconomic propagation, but only mitigates it. Second, credit rationing can 

fluctuate procyclically causing business cycle propagation. The lack of credit causes a 

further decline in firms’ ability to invest. Additionally, the credit constraint reduces firms 

ability to give credit to its customers and suppliers. All these effects affect production 

and investment. Hence, when asymmetric information in the financial markets creates 

credit rationing, it also propagates business cycles. Third, it is argued that borrower net 

worth and agency costs, which increase the cost of external capital, are inversely corre

lated. In downturn a low net worth situation leads to higher agency costs, which rises the 

cost of capital, which in turn causes a decline in investment.

The finance constraint business cycle models show that the propagation mechanisms 

concern incompletenesses in financial markets (mainly asymmetric information). It can 

be argued that EMU and the single European financial market decrease the incom

pleteness by decreasing transaction costs and, potentially, asymmetric information. 

This study comments shortly on the role of transaction costs in stabilization, but con

centrates on the role of agency costs. In particular, the possibilities to mitigate the
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problems caused by asymmetric information are surveyed from a viewpoint of three 

categories of agency costs, in turn, relation of the firm and the financiers and the own

ers and the managements. The first group consists of costs arising from the manage

ment’s desire to collect non-pecuniary benefits (e g. fringe benefits). The second group 

consists of costs arising from the shareholders willingness to take high-risk activities in 

order to transfer wealth from debtholders to shareholders. The third group is formed of 

costs caused by rejection of profitable investments, because of transfer of wealth to 

new shareholders when new capital is raised from the capital market (Myers and Ma- 

jluf). Finally, it should also be noted that, concerning all external financing, agency 

costs are ex ante problems while provided intermediary solutions and security designs 

are ex post models. Hence, the agency costs cannot be removed. They can only be de

creased and, thus also asymmetric information should be decreased. Logically, this al

leviates propagation caused by the agency costs and the result should be enhanced 

macroeconomic stability.

Financial institutions and contracts decrease agency costs

My survey of the literature on the ability of financial intermediation and security design 

to mitigate agency costs shows that these costs can be decreased by approriate financial 

institutional structure and design of financial instruments and contracts.

First, management's use of non-pecuniary benefits can be reduced by introducing man

agement option contracts. Option, which is more firms’ internal financial contract than 

traditional security, would function in the following way. Whenever the manager reports 

good news he obtains an option on the firm's cash flows, and if he reports bad news, he 

is compensated using a salary contract. Hence the manager has no incentive to lie or hide 

information and he acts in the interest of securityholders.

Second, problems between equityholders and debtholders are suggested to be reduced 

through three ways. Intuitively contingencies in debt contracts would provide one device 

to decrease the problems between share- and debtholders. However, this is not the result, 

because using e.g. income-contingent contracts gives arise to doubts that incomes will 

decline in the future. In addition, the measurement of contingencies can cause difficulties.
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The second device is that shareholders generally find it advantageous to attach various 

covenants to debt issues. Without these covenants, lenders would require a higher yield 

on bonds and shareholders solely would have to pay for the agency costs. In addition, it 

is argued that a warrant with cash/equity settlement options for the borrower is optimal 

contract in a setting with agency costs between equityholders and debtholders. A warrant 

can be considered as an American call option with long maturity and written by the firm.

Third, The effect of agency cost arising from raising capital from outsiders can be re

duced by creating basket-securities, information-sensitive/insensitive securities and 

pooling securities. Basket securities reduce the negative signal associated with issuing 

equity by diversification. Information-insensitive security should not react at all to the 

issuing information. Pooling securities pool firms to different groups according to their 

known productivity types, which reduces the uncertainty of the quality of the investment 

projects.

Fourth, delegated monitoring models describe the institutional setting and features that 

facilitate the overcoming of agency problems between securityholders and management. 

Delegated monitoring is based on an intermediary which takes deposits and invests ac

quired funds to firms. It has a net cost advantage to direct lending which arises from the 

removal of duplicated monitoring of the depositors. Such arrangement also increases 

risk-diversification. In addition, it is argued that the basic security which is used in dele

gated monitoring models is incentive-compatible debt. Basically incentive compatible 

contract means that the contract gives the firm no incentive to lie. This is achieved e.g. 

by agreeing that bankruptcy costs are imposed on the entrepreneur also. In addition, 

modifications, like adding seniority privilege condition, can further enhance the efficiency 

of the incentive compatible contracts. From the depositors point of view a simple debt 

contract is optimal contract and diversification of borrowers reduces the incentive prob

lem between ultimate lenders and borrowers.

The development of financial markets in EMU can increase macro-

economic stability

The study of business cycle models and both financial intermediaries and security design 

characterize the potentiality that the development of financial markets have in increasing
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macroeconomic stability and the possible institutional solutions and instruments to over

come agency costs that propagate business cycles. It can be argued that, generally, EMU 

arrangement enables the existence and development of such financial markets that miti

gate agency costs and other imperfections in the financial markets. The argument is 

based on the conception that EMU makes existing external financial markets more com

plete by decreasing transaction costs, but also creating opportunity to develop financial 

markets in way that mitigates agency costs.

First, EMU itself decreases transaction costs in financial markets and thus reduces 

macroeconomic disturbances originating from technological and financial market basis. It 

should be noted that disturbances originating from financial markets can be e.g. specula

tive bubbles. It is showed that variances and covariances of technological and financial 

market disturbances in an open international setting depend on transaction costs and 

monitoring costs. Furthermore, endogenous growth literature shows that the cost of 

financial system is of fundamental meaning in the macroeconomic sense. The models 

show that financial structures may increase financial allocation efficiency, but that they 

are also costly to build and maintain. The argument defends the view that decrease in 

transaction costs makes the market more complete and, thus, increases stability. In addi

tion, it is argued that the macroeconomic role of savings and financial markets mainly 

depend on two factors: size and stability and that as economy develops the role of inter

mediating institutions become more essential. These features are present and fulfilling in 

the integrating Europe. It is also argued that the efficiency of financial system depends 

on the costs between ultimate lender and borrower. The cost of financial intermediation 

can be reduced e.g. when capital stock increases and each bank becomes more special

ized over a smaller market share. Finally, transaction costs can be divided to costs caus

ing real social loss of resources and others representing simple transfers between agents. 

It is argued that reductions in resource-loss costs have direct effects on system's welfare. 

On the other hand pure fees and rents (bid-ask spread) defines the allocative efficiency of 

the system. The elimination of exchange rates would decrease resource-loss costs and 

bid-ask spread would decline because of increased competition and due to the growth of 

the liquidity in deeper integrated capital markets. Hence, the decrease in transaction 

costs decrease incompleteness of external financial markets and also partly increase 

macroeconomic stability.
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Second component concerns banking in EMU. It is argued that banks will be of finite 

size with the precise scale dependent upon both the structure of monitoring costs and the 

degree of portfolio diversification that the bank can attain. This happens because in

creasing diversification increases also the costs involved with monitoring. Furthermore 

the bank's ability to take risk can be dependent upon e.g. legislation, which sets the limit 

for risk-taking and is implemented by national financial supervisions. Logically, when 

there is a limit for risk-taking, there is also a limit for size. On the other hand, it is argued 

that local banks have good connections with local firms and, thus, an advantage in get

ting monitoring information compared to competitors abroad. Hence, monitoring costs 

arise when a bank wants to broaden its activities to new regions. In a large open econ

omy, where macroeconomic shocks have different effects on different regions of the 

area, banks of different sizes will co-exist in regions and, thus, banks with similar char

acteristics will co-exist in the area like EMU. In other words, there will be few larger 

"money centre banks" that are diversified over the regions and many smaller "local 

banks" that are diversified in the regions.

Third, for EMU environment the implication of security design is that highly integrated, 

deep financial markets would provide best possible environment for the development and 

use of those securities that mitigate agency costs. On the other hand when strategies to 

mitigate agency costs were surveyed, it became obvious that developed financial markets 

are essential to implement these minimizing strategies. In EMU the development of 

larger and more liquid financial markets is obvious, because of the following reasons: it 

becomes easier and more attractive to invest in assets in EMU, the size of financial mar

kets under a single currency increases and the limitations for institutional investments in 

Europe decrease.

Fourth component concerns the difference between market-based and bank-based sys

tems. According to the survey of financial systems, a market-based system can provide 

better risksharing possibilities and resolve asymmetric information problem (e.g. associ

ated with capital raising from outsiders), because of the existence of more complex 

securities. However, the disadvantage is argued to be possible lack of liquidity. On the 

other hand in a bank-based system, there is no such threat of illiquidity. And the bank 

based system is argued to be better in resolving agency cost (not related with capital 

raising from outsiders), because of good monitoring ability. In addition it is argued that
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bank-based system promotes long-term consensus-based decision-making while market- 

based system encourages dynamic industries where wide agreement is lacking. Finally, it 

is stated that in a very fragmented universal banking system, financial innovation resolv

ing capital raising problem in financial markets, might be possible simultaneously with 

traditional monitoring activities, that resolve agency costs between securityholders and 

management, and that is done by banks. Currently, bank-based system is dominating in 

Europe. However, there has not yet been a clear choice in the favor of market- or bank- 

based system in EMU. The future development of integrating capital markets in Europe 

and in EMU will show does the single capital market develop to be optimal from the 

agency costs viewpoint.

Finally

On the basis of this literature survey, it could be intuitively argued that at some level, 

which is an optimal combination of market- and bank-based system, the effect of agency 

costs (and asymmetric information) on business-cycles can be decreased. The agency 

costs could be decreased by security design and proper design of financial intermediaries. 

These development s are present and possible in EMU.

Furthermore, when EMU is considered, the planning of the financing system can have 

large role. If effects of agency costs propagate because of the development of financial 

market structure, larger macroeconomic fluctuations might follow. Agency cost mini

mizing financial system would not remove causes for the fluctuations, but it would miti

gate the transmission of them. Highly developed financial market structure could act as a 

device decreasing the severeness of business cycles side by side with other adjustment 

channels wage flexibility and labor mobility.

Also it can be clearly seen that the contemporary literature has not yet connected the 

literature concerning finance constrained business cycles, agency costs, asymmetric 

information, financial intermediaries and the structure of financial markets to examine the 

macroeconomic impact of development of financial market structure on business cycles. 

This can have major importance for countries that, for example, would suffer from large 

asymmetric shocks in EMU.
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Obviously, there is room for research on every separate issue. However when the uni

fied approach is considered, an even deeper intuitive examination would turn out to be 

interesting.
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