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1. Introduction
The purpose of this paper is to provide an introductory overview of the agency theory
problems faced by the contracting parties in the credit market contracts. The paper is written
in the form of literature survey. It emphasizes the main interesting results and provides a
number of references to the original articles, surveys and textbooks where these briefly
outlined results are treated in more detail.
Agency theory has been a very successful and active research area in economics, finance,
management and related subjects all the time since the beginning of the seventies. The recent
graduate textbook in economics written by two top theoreticians in this area Bolton and
Dewatripont (2005) highlights that a number of founding contributors of agency theory Ronald Coase, Herbert Simon, William Vickrey, James Mirrlees, George Akerlof, Joseph
Stiglitz, Michal Spence - have been rewarded with the Nobel prize in economics. Therefore it
is not a surprise to see in the Czech economic journals a growing number of papers using the
agency theory approach to many problems in diverse subfields of economics and finance.
The agency theory was used to answer questions in economics of transition, which is one of
profiling areas of Czech economic research. Janda (2005, 2003, 2000) analyzes the problems
of credit provision in transition economies in the classical agency theory setting of
informational asymmetry between principal and agent. Turnovec (2000) deals with the
hierarchical principal-agent problem in the analysis of the ownership structure, which is one
of the principal topics of the economy of transition. The questions of ownership structure and
privatization are analyzed also by Kapicka (2000), who concludes that both the right to cashflow and the right to control should be transferred to the new owner during the privatization.
One the concerns of this paper is with the soft budget constraints, which are analyzed by
Janda (2002) and Knot and Vychodil (2005) in the context of optimal bankruptcy procedures
design. The research interest of Knot and Vychodil (2005) in the law design is also shared by
Bortel (2004), who deals with the economic analysis of law with a special emphasize on the
issues of contracting and agency.
Besides these contributions dealing with the agency theory issues in the areas of economic of
transition, ownership analysis and law and economics, we may identify other widely ranging
applications of agency theory in the Czech economic journals. Thus Marek (2004)
concentrates on agency theory in the corporate governance, which is one of the most
traditional areas for the implementation of the agency theory. Marek (2004) is especially
interested in the agency costs, in their influence on value of the firms and their measurement.
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He also mentions some interesting illustrations of agency cost theory in connection with
privatization in transition economies. Direct application of agency theory to a specific field
provides Krabec (2005) who identifies sources of principal-agent problems in the health care
system.
Very classical field for the application of agency theory is the insurance, from where actually
originates a lot of initial motivation and terminology used in the analysis of principal- agent
problems. The critical analysis of the mainstream agency theory approaches is provided by
Danhel (2002), who takes issues with some traditional informational assumptions used in the
classical literature dealing with agency problems in insurance. An interesting alternative
survival probability approach to insurance and principal-agent problem is provided by
Hlavacek and Hlavacek (2006a,b). The insurance is only one of the branches of financial
services, which are successfully analyzed with the use of agency theory. Another area is the
analysis of the financial distress of the banks and the problems connected with the exit from
the banking industry. These topics are the subject of papers by Frait (2002) or Janda (1994).
The principal-agent models of the agency theory may be roughly divided into three classes
according to the nature of information asymmetry. First class is the models with ex-post
asymmetric information. In these models the agent receives some private information after the
signing of the contract between principal and himself. These models are known as moral
hazard models. Second class is the models with ex-ante asymmetric information. In these
models agent has private information already before the signing of the contract. These models
are known as adverse selection models. Closely related is the third class of the models —
signaling models. In these models the informed agent may reveal his private information
through the signal which he sends to the principal.
In the rest of this paper we first briefly characterize these major classes of agency theory
problems. Then we will turn to the application of agency theory to the contractual relationship
between lenders and borrowers. We will discuss the problem of optimal form of credit
contract, the adverse selection in credit market, the bankruptcy models and soft credit
constraint literature. We also provide a section dealing with the informational assumptions
used in the agency theory literature dealing with credit markets. When we talk about the credit
in this paper, we always consider the credit used for productive purposes. For example we
consider the credit needed by entrepreneur to realize his project. We do not consider here the
consumption credit provided to individual consumers.

2. Principal-Agent Models
2.1. Moral Hazard
The standard model of the moral hazard considers the situation with two decision makers: the
principal and the agent. The principal hires the agent to perform some activity. The result of
this activity is the monetary value x . The particular size of this monetary value depends both
on randomly realized state of the world and the effort e of the agent. We denote by pi (e) the
conditional probability of obtaining x = xi conditional on the level of exercised effort. The
agent is paid by principal the amount w . The utility of principal is given by the function
B ( x − w) .The additively separable utility of the agent is given by U ( w, e) = u ( w) − v(e) ,
where u ( w) is utility from the payment w and v(e) is the disutility from the effort e . The
reservation utility of the agent is U . Unless otherwise mentioned, we assume all the usual
regularity assumptions on the properties of all variables, parameters and functions in this and
all following models.
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The moral hazard aspect of this situation is captured by the assumption that the agent’s choice
of effort level e is not observable by the principal. The principal designs the optimal contract
such that he maximizes his expected utility subject to the participation and incentive
compatibility constraints of the agent. Participation condition (sometimes labeled as
individual rationality constraint) captures the idea, that the agent is willing to undertake the
contract only if his expected utility from the contract is at least as high as his reservation
utility U . The incentive compatibility condition characterizes the self-enforcing nature of the
contract, since the agent always chooses the level of the effort under which he expects to
achieve the highest expected utility.
Formally, we write the optimization problem connected with this moral hazard model in the
following way:
n

max

[ e ,{ w ( xi )}i =1,…n
, ]

∑ p (e) B( x − w( x ))
i

i

i

(1)

i =1

n

s.t. ∑ pi (e)u ( w( xi )) − v(e) ≥ U

(2)

i =1
n

e ∈ arg max{∑ pi (eˆ)u ( w( xi )) − v(eˆ)},
eˆ

i =1

where the first restriction is the participation constraint and the second is the incentive
compatibility constraint.
The moral hazard model which we consider here is dealing with so called ex-ante moral
hazard. The term ex-ante in this context means that the moral hazard (choice of effort)
happens before the random state of the world is realized. The wider class of moral hazard
models also includes the situation with so called ex-post moral hazard. The term ex-post in
this context means that the agent will be taking some action after the state of the nature is
realized, revealed to the agent, but still unknown to the principal. We will specify the
difference between ex-post and ex-ante moral hazard in more detail in the sections dealing
with issues of moral hazard in the credit markets.

2.2. Adverse Selection
In this section we will retain the model of the preceding sections with some alterations. We
will consider a risk neutral principal who is able to observe and verify the effort exercised by
the agent. Therefore his utility function B ( x − w) , which we used in the moral hazard model,
n

will be replaced by Π (e) = ∑ i =1 pi (e) xi . Since the effort is verifiable, it may enter directly as
an argument into the utility function of the principal. The ex-ante asymmetric information is
captured by the assumption that the agent may be of two types, which are observationally
undistinguishable for the principal. Principal knows that with probability q , the agent is of
type G and with probability (1-q), the agent is of type B . The only difference between these
two types is their disutility of effort. It is v(e) for type G and kv(e) for type B , where k > 1 .
While the principal is not able to distinguish the observationally equivalent agents ex-ante, he
may be able to sort them through the offer of the contract. He offers the menu of two contracts
{(eG , wG ), (e B , wB )} designed such, that type G will choose the contract with the (effort,
payment) combination (eG , wG ) , while the type B will choose the (e B , w B ) offer from the
menu. According to the revelation principle (Myerson (1979)), the menu of the contracts,
which principal optimally offers to the agent, contains the same number of offered contracts
as is the number of the types of agents and the contract are such, that each agent finds it
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(3)

optimal to choose the contract designed for his type. As long as these optimal contracts for
different types of agents are different we call he equilibrium separating. If all the types prefer
to receive the same contract, the pooling equilibrium obtains.
Formally, we write the optimization problem connected with this adverse selection model as
follows:
max
q[Π (eG ) − wG ] + (1 − q )[Π (e B ) − w B ]
(4)
G
G
B
B
[( e , w ) , ( e , w )]

s.t. u ( wG ) − v(eG ) ≥ U
B

(5)

B

u ( w ) − kv(e ) ≥ U

(6)

u ( wG ) − v(eG ) ≥ u ( wB ) − v(e B )
B

B

G

G

u ( w ) − kv(e ) ≥ u ( w ) − kv(e ),
where the first two constraints are participation constraints and the last two are incentive
compatibility constraints.
Sometimes it is possible for agents to engage in some activity which the principal may
observe. Based on this observation, the principal may infer which types of activity are
performed by which agent. Therefore the agents may in this way signal their types to the
principal.
In the following section we will move from this general characterization of the principal-agent
models into the applications of these models to the relationship between lender and borrower.

3. Lender-Borrower Models
3.1. Optimal Debt Contract
One of the most fundamental applications of agency theory to the relationship between lender
and borrower is the derivation of the optimal form of the lending contract. This problem is
traditionally considered in the framework of costly state verification, which was introduced in
path breaking article by Townsend (1979). The essence of the model is that the agent, who
has no wealth of his own, borrows money from the principal to run a one-shot investment
project. The outcome of the project is freely observed only by the agent. Therefore the agent
is faced with a moral hazard problem. Should he announce the true outcome of the project or
should he pretend that the outcome was lower? This means that this situation describes expost moral hazard, as opposed to the situation of ex-ante moral hazard, where the exercise of
unverifiable effort by agent during the project realization may influence the result of the
project.
As long as the principal has no mechanism available for rewarding or punishing the agent, the
rational agent would always announce that the project failed. Therefore the agent would never
repay back to principal. Rational principal would predict this outcome and he would never
lend the money to the agent. In reality, it is usually possible for the principal to find out what
the result of the project was. This stylized fact was formalized by Townsend (1979) in the
concept of costly state verification. According to this assumption, the principal may incur
fixed verification costs, which enable him to find out the exact true outcome of the project.
In this setup, the only source of social inefficiency is the verification cost. Therefore the
optimal contract minimizes the expected verification cost. This is also the optimal contract
achieved in the competitive market. The optimal contract which solves this problem is so
called standard (or simple) debt contract. The name of this contract comes from the fact, that
this contract closely resembles the usual simple debt contracts observed in the everyday life.
The standard debt contract is characterized by its face value. This is the value, which should
4
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be repaid by the agent when the project is finished. As long as the agent repays this face
value, the principal is satisfied and he does not need to verify the outcome of the project. If
the agent does not repay the face value in full, the principal engages in the costly state
verification. This could be understood as imposing the bankruptcy procedure on the agent. In
the case the bankruptcy is imposed, the principal takes all results of the project and agent is
left with nothing. Townsend (1979) proves that under this mechanism the agent has no
incentive to lie, therefore he always truthfully announces the outcome of the project.
The standard costly state verification model is formulated under the assumptions that the
principal is fully committed to his decisions and all strategies have to be deterministic. The
assumption of deterministic strategies used to be considered quite restrictive. The original
Townsend (1979) article already showed that allowing random verification decreases the
expected verification cost. Border and Sobel (1987) and Mookherjee and Png (1989) allow for
stochastic verification and the optimal contract features the repayment increasing as a
function of the reported outcome of the project. Nevertheless the optimality of the adjusted
simple debt contract was confirmed by Krasa and Villamil (2000) in the model which allows
for stochastic strategies for both principal and agent. The crucial feature, which establishes
optimality of adjusted simple debt contract, is the missing commitment of principal and agent
and the stipulation, that the agent keeps always some minimal part of the result of the project.
Janda (2006) extends this approach and connects it with the literature dealing with absolute
priority violations in bankruptcy proceedings.
The costly state verification model is besides the Townsend (1979) initial article closely
connected with the papers by Gale and Hellwig (1985) and Williamson (1987), who applied
the original general model to lending and borrowing contracts. The model by Diamond (1984)
used to be considered as another theoretical justification for simple debt contract. In this
model the outcomes of the projects are never observable by principal (this may happen if the
verification cost would be prohibitively high or even infinite). Nevertheless even in this case
it is possible to obtain the simple debt contract as an optimal financial contract if the principal
may impose nonpecuniary cost on the agent. These nonpecuniary costs may be in the form of
the loss of reputation or in the form of prison for debtors as in Welch (2002). The essential
idea of this approach is that the agent is made indifferent between hiding the result of the
project, which implies nonpecuniary punishment, and truthfully revealing the outcome of the
project. If the announced outcome of the project is lower than the agreed repayment, the agent
is subjected to the nonpecuniary punishment even in the case when he announces true
outcome. This is because there is no way for principal to verify the agent’s announcement.
For the agent, the disutility of the punishment as a function of announced outcome is equal to
(the negative of) the utility of the amount of money which would be computed as a difference
between agreed repayment and the announced outcome. The nonpecuniary penalty
discourages the agent from underreporting his ability to pay.
For quite a long time it was considered that the Diamond (1984) approach provides essentially
equivalent justification of the standard debt contract as the Townsend (1979) does. But
Hellwig (2000, 2001) proves that the Townsend (1979) costly state verification models is
substantially more robust explanation that the Diamond (1984) costly punishment model.
Both models were originally formulated under the risk neutrality assumption. Hellwig (2000,
2001) proves that after the introduction of risk aversion, the costly state verification model
still produces standard debt contract as an optimal solution to the principal-agent problem.
But the costly punishment model as a justification of the standard debt contract does not
survive the introduction of risk aversion. Hellwig (2001) shows that underlying incentive
considerations in the Diamond (1984) costly punishment model are significantly more
complex, than it was thought previously. Therefore the optimal incentive compatible contract
does not have a simple mathematical form. The nonlinearity of agent’s utility function implies
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that the nonpecuniary penalty will be a nonlinear function of the amount of underreporting.
The optimal contract also involves the element of risk sharing as well as finance in this case.
Hellwig (2001) discovered this principal difference between Diamond (1984) approach and
Gale and Hellwig (1985) approach when he attempted to extend Diamond (1984) analysis of
financial intermediation to allow for risk aversion of the potential financial intermediaries.
Diamond (1984) had used his proof of optimality of standard debt contracts as an ingredient
in the analysis of the conditions under which financial intermediation is efficient. This
analysis involves a diversification argument, which in an essential way uses assumption that
intermediaries are risk neutral. Therefore the question of robustness of this intermediation
model to the introduction of risk aversion is a very reasonable one to rise. In attempting to
answer this question Hellwig (2000, 2001) found that risk aversion complicates not only the
diversification argument for financial intermediation, but also the underlying model of
incentive contracting. While the Diamond (1984) justification of the standard debt contract
does not survive the introduction of risk aversion, the Diamond (1984) result on
diversification across borrowers as a basis for intermediation still holds true even after the
introduction of risk aversion.

3.2. Lending with Adverse Selection
The adverse selection is at the core of a wide literature dealing with overcoming this problem
in lender-borrower relation. The most widely used class of these models is based on Besanko
and Thakor (1987) who deal with the screening of the agents through the use of credit
rationing and collateral. The screening terminology refers to the situation when the
uninformed principal structures the credit contract so as to reveal different types of the agent,
which are not directly observable. This is opposite to the signaling situation when the
informed agent sends a signal to the principal to distinguish himself from other
observationally equivalent agents.
As an illustration of adverse selection in the credit market we will present the following
model taken from Janda (2004). We consider a risk neutral agent who wants to undertake a
project. The project is either a failure, with return X% normalized to X% = 1 , or a success with
the return X% = X . The project requires an investment I ∈ (1, X ) . The agent can be either of
type L or type H . The probability of a success depends on the type of entrepreneur. It is
0 < pL < pH < 1 for a “low” and a “high” type respectively. This is the only difference
between these two types.
The agent has a collateralizable wealth W and he borrows the investment finance I from a
risk neutral principal. The principal does not know the type of the borrower. He only knows
that the proportion of type L agents in the population is θ . The principal also does not
observe the return realization of the project. The principal learns the return realization only if
he imposes bankruptcy upon a borrower and takes over the project. When the principal takes
over the project or the outside collateral C ≤ W , his valuation of these is α X% and α C ,
respectively, where 0 < α < 1 .
The debt contract ( R, C ) requires the agent to pay the amount of R upon a completion of the
project. If the agent does not pay R the principal has a right to force the agent into a
bankruptcy. Bankruptcy means that the principal takes over the project and the collateral C .
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The principal’s maximization problem is
max

( RL ,CL , RH ,CH )

M = θU L + (1 − θ )U H

= θ [ pL ( X − RL ) − (1 − pL )CL ]
+ (1 − θ )[ pH ( X − RH ) − (1 − pH )CH ]

(9)

pi ( X − Ri ) − (1 − pi )Ci ≥ pi ( X − R j ) − (1 − pi )C j

(10)

Ui ≥ 0

(11)

pi Ri + (1 − pi )α (1 + Ci ) = I

(12)

0 ≤ Ci ≤ W ,

(13)

subject to

where i, j ∈ {L, H }.
The equilibrium solution is given by the following separating contracts:
CL∗ = 0,
I − (1 − pL )α
RL∗ =
,
pL

(14)
(15)

for a low type borrower and
CH∗ =
∗
H

R =

( pH − pL )( I − α )
,
pH (1 − pL ) − α pL (1 − pH )

I − (1 − pH )α (1 + CH∗ , NR )
pH

,

(16)

(17)

for a high type borrower.
This means that the high (good) type of the agent distinguishes himself from the low (bad)
type of the agent by posting the collateral CH∗ . The intuition behind this result is the
following. Since the high (good) type of agent has a lower probability of default, he is more
willing to pledge a given level of collateral, because the same absolute level of collateral
means for him lower expected transfer to the principal than would be the case for low (bad)
type of agent with low probability of success.
Schmidt-Mohr (1997) uses richer set of possible instruments to solve the adverse selection
problem. He considers size of the project, credit rationing, and collateral. Out of these
instruments especially collateral received a lot of research attention. Richter (2006) provides
an interesting agency theory explanation for the use of collateralized debt as debt with higher
priority in bankruptcy proceedings. In his argument Richter (2006) outlines the agency theory
model with two levels of moral hazard. Firstly he considers the incentive effect of debt
financing on the management of firm. The threat of bankruptcy connected with the debt
financing may serve as an incentive for management of the firm to work hard and to alleviate
the moral hazard problem, where the manager is the agent and the owner is the principal. But
as long as the lender has the same priority in the bankruptcy proceedings as other stakeholders (for example the employees or the providers of trade credit), he knows that after
initiating the bankruptcy, he will get only a small part of his loan back. Therefore granting
higher priority to the loans secured by collateral helps to overcome this moral hazard problem.
Another intriguing question is whether the higher collateral required from high quality than
from the low quality borrower, as predicted by standard adverse selection models, is an
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empirically valid suggestion. The existence of screening function of collateral is supported by
empirical study by Machauer and Weber (1998) and by empirical evidence and experiments
reported by Capra, Fernandez, and Ramirez (2001). Opposite conclusions are reached in
empirical studies of credit markets by Berger and Udell (1990 and 1995), Cressy and
Toivanen (2001), and Klapper (2001). The empirical studies by Curry, Blalock and Cole
(1991) and by Van Order and Schnare (1994) show that lenders often do report average loss
rates on collateralized loans of more than 30 percent. This means that these loans are not fully
collateralized from the point of view of the lender.

3.3. Soft Budget Constraint and Bankruptcy
The models which we considered in this paper up to now are essentially static models.
Obviously there also exist a number of dynamic models of principal agent relation in the
credit markets. Many of these models use the dynamic programming techniques. These
recursive techniques are especially suitable to the analysis of the repeated moral hazard
situation, like in Zhao (2004) or Monnet and Quintin (2005). Since the moral hazard
situation refers to ex-post asymmetric information, it is quite natural to consider the situation
of repeated provision of the loan. The behavior of the principal in each period T may
naturally depend on the behavior of the agent in the period (T − 1) . For example the
repayment of loan at (T − 1) may lead to the credit contract more favorable to the agent in the
period T . The situation is somehow different in the case of repeated adverse selection. While
with the moral hazard the agent may in any period engage or not engage in moral hazard
behavior and information asymmetry is fully present in any period of the model, with adverse
selection the full revelation of the type of the agent in period (T − 1) removes the information
asymmetry for period T and any subsequent periods.
Besides the models based on dynamic programming techniques there is a large literature
dealing with the dynamic relationship between lender and borrower in the context of the soft
budget constraint problem. This literature is especially relevant to the transition economies
since it originated with the description of financing in centrally planed economies by Kornai
(1979). Later on it was widely applied to the relationship between lenders and borrowers in
transition economies, as documented by Kornai, Maskin and Roland (2003) and the
references contained there.
The models of the soft and hard budget constraint in the transition economies came recently
into prominence in relation to the pressing problem of bankruptcy design in the transition
countries. Knot and Vychodil (2005) provide a general overview of the problem of optimal
bankruptcy design. They especially emphasize the importance to distinguish clearly between
ex-ante and ex-post efficiency. Soft bankruptcy laws usually perform quite well from the
point of view of ex-post efficiency since they decrease the extent of excessive liquidation. But
the power of agency theory lies primarily in the area of ex-ante efficiency considerations. The
agency theory approach enables the modeler to clearly formulate negative incentive effects
which the soft bankruptcy law may have on agent. Therefore the optimal design of bankruptcy
laws has to take into consideration the trade-off between ex-ante and ex-post efficiency.
Kolecek (2005) also deals with this problem of optimal bankruptcy law design within the soft
budget constraint framework of agency theory. His primary attention is directed toward the
incentive effects of the interaction between bankruptcy laws and privatization decision. In the
empirical part of his paper Kolecek (2005) shows, that there indeed exist statistically
significant relations between the characteristics of the extent and method of privatization and
the characteristics of bankruptcy laws in the transition countries.
In order to illustrate this brief discussion of the soft budget constraint as one of the
applications of the agency theory to the credit markets, we will present here a simplified
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version of the soft budget constraint model of Janda (2004). We will consider the model of
the previous section with added possibility for the principal to be soft on the agent. We will
allow the principal to renegotiate the contract after the agent announces the failure of the
project. If the project really failed, the principal would maximize his payoff by making a
renegotiated offer of (1, C ) .
We model this situation through the following game. There are many lenders and one
borrower. Lenders compete by offering contracts ( R, C ) . Each lender can offer one pooling
contract or he can offer two separating contracts, different for each type of borrower. If the
borrower accepts one contract, the borrower and his lender play the following subgame.
In the first stage of this subgame the project is realized either as a success or as a failure. This
realization is observed by the borrower but remains unknown to the lender.
In the second stage only the successful entrepreneurs can pay R as 1 < R ≤ X . Thus after
observing failure outcome of the project, the borrower has to default. In the case of success
the borrower has two choices. Either pay R or to claim that the project failed and default. The
borrower can choose the mixed strategy according to which he defaults with probability
0 ≤ d ≤ 1 and pays R with probability 1 − d . In the case of repayment the game ends with
payoffs X − R for the borrower and R − I for the lender. In the case of default the subgame
continues to the third stage.
In the third stage after observing default the lender either imposes bankruptcy or offers a
renegotiated contract (1, C ) . The lender can randomize by imposing bankruptcy with the
probability 0 ≤ b ≤ 1 . When bankruptcy happens, the lender takes over the project with the
payoff being α ( X + C ) − I or α (1 + C ) − I according to the realization of the project. The
borrower’s payoff is −C . By renegotiating the contract the lender gets payoff 1 + α C − I and
the borrower gets X − 1 − C if the project was a success or −C if the project was a failure.
The subgame following the signing of contract can be solved using a perfect Bayesian
equilibrium. If the lender never imposes bankruptcy after the agent’s default, then the
borrower always declares default. On the other hand, if the lender always imposes bankruptcy
on defaulted entrepreneur, then the successful agent never defaults. This leaves a possibility
of an equilibrium where both players use mixing strategy. However, if the probability of a
successful outcome is relatively low or the costs of bankruptcy are relatively high, then the
lender might impose bankruptcy only with small probability or not even bother to initiate
bankruptcy proceedings because the expected gains from detecting false default may not
compensate the costs of bankruptcy. In that case the successful agent in equilibrium would
always default. However Janda (2004) shows that such equilibria would not satisfy the
assumptions of the model. Therefore the unique equilibrium will indeed be in mixed
strategies.
This means in particular that the agent faces the soft budget constraint in the sense that his
default is not always automatically followed by hard bankruptcy proceeding. In this soft
budget constraint equilibrium the agent with positive probability hides the result of his project
(engages in a moral hazard behavior) and the principal forgives a part of the debt.

3.4. Banks with Informational Advantage
Throughout all the preceding sections we assumed that the bank plays the role of the
uninformed principal while the borrower is the informed agent. This is a standard and
longstanding assumption in the agency theory approach to credit contracting. This theoretical
assumption does not seem always reasonable to many experts familiar with the actual finance
markets. As a Czech example of the critique of this mainstream theoretical assumption we
may mention an article by Danhel (2002) which is written in the context of insurance.
Therefore it is only fair to admit here that recently a growing stream of theoretical papers
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dealing with agency theory approach to credit contraction appeared which challenged this
assumption.
Manove, Padilla, and Pagano (2001), argue that banks and other financial intermediaries that
fund large number of investment projects are well placed to evaluate the success chances of
these projects in their specific economic sectors. Unlike individual entrepreneurs the banks
may have considerable experience with similar projects undertaken by a large number of
entrepreneurs. Local banks may be more familiar with the economic features of their locality.
Both local banks and the bank centrals may know more about general economic trends than
the aspiring entrepreneurs know. Banks also have a unique experience with the business plans
which have never been realized. In their screening function the bank officers evaluate a huge
number of loan applications which they do not approve. These not approved projects are often
not realized and therefore never come into attention of other loan applicants. As a result,
banks are likely to be more knowledgeable about some aspects of project quality than many of
the entrepreneurs they lend to are. The assumption that professional lenders are better at
estimating the success likelihood of projects is consistent with the evidence that bank financed
firms have higher survival rates than firms financed by family investors.
The assumption that banks are more knowledgeable about some aspects of project quality is
also used by Inderst (2005) and Inderst and Muller (2006). They assume that credit risk
analysis allows informed lender to better predict default risk than the borrower does. Of
course, even with the use of standardized credit risk assessment tools utilized by banks, the
bank’s assessment remains to be subjective. The credit decision for small business loans in the
bank is usually left to the local or branch lending officer or relationship manager. Implicitly,
this person’s experience, subjective judgment, and his weighting of certain key factors are the
most important determinants in the decision to grant credit.
Notwithstanding these restrictions on the objectivity of the bank, it remains to be true, that
banks usually do not suffer so much from the overoptimistic beliefs about the success chances
of the projects as the aspiring entrepreneurs do. The problem of overconfidence is one of the
most interesting current research areas on the frontiers of finance and economies. As Hoelzl
and Rustichini (2005) summarize, the people may be overconfident in many different way.
They may overestimate their abilities or they may perceive themselves more favorably than
others perceive them. Landier and Thesmar (2005) advance as an explanation three
psychological mechanisms which may cause that entrepreneurs deviate from rational
expectations about the probability of their project succeeding.
The first mechanism is the "above average effect". According to this theory, when odds are
very difficult to asses, people tend to hold high beliefs on their chances of performing at a
given task. This result, which was documented in the psychology literature, may not be
always true. The circumstances under which such self-serving beliefs arise are not really well
understood, since agents may also display excessively pessimistic beliefs in some settings. In
the case of entrepreneurship, the above average effect may be reinforced by strong
motivational factors as positive beliefs help the entrepreneur to commit to higher effort.
The second explanation of the objectively incorrect entrepreneurial optimism is the "planning
fallacy effect". This explanation uses the fact, that common planning technique used to assess
the chances of succeeding is to simulate the environment with chains of events linked together
by probabilities. Psychological and economic experiments show that agents have great
difficulty in estimating compound probabilities. The agents instead stick to a simple rule of
thumb like taking the average probability of success across decisions nodes, or they simply
use the probability of success in the first node. In many experiments this biased inference
process naturally leads to overoptimism about the probability and the time of completion of
the task.
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The third possible mechanism is the selection process. People usually do not apply for
entrepreneurial loan to start their project by chance, by random selection. They do so because
they think that they have a project that is better than their other possible activities. If they
have stochastic noisy assessments of the success chances of their project, those who actually
apply for start-up loan hold on average optimistic beliefs. This is actually an application of the
winner’s curse effect to the credit market situation.
In the context of lending and borrowing decisions these psychological factors influencing the
estimation of probabilities of success are taken into account by Coelho, de Meza, and
Reyniers (2004) and de Meza (2002). They show that information asymmetries, where banks
know more about objective chances of success than overoptimistic borrowers, could explain
some alleged failures of the financial system. As long as we accept this assumption about the
informational advantage of the banks, we may reject some assertions about underprovision of
credit and credit rationing which are being made on basis of adverse selection models
assuming the informational advantage of the borrower.

4. Conclusions
In this paper we have mentioned only a selected few problems of agency theory approach to
the wide area of contracts between lenders and borrowers. We have shown that this is an
active research area generating new insights and challenging older results, which were taken
for granted for quite a long time. The topics of empirical relevance of the theoretical
predictions, the dynamics of the credit contracts and the relation to law and institutional
analysis are some of the most promising research directions in this field.
We highlighted recent advances in the optimal debt contracting literature dealing with costly
state verification and costly punishment explanations of standard debt contracts. Then, in the
remaining sections, we have taken the standard debt contracts as given and we used them in
the analysis of adverse selection and bankruptcy with soft budget constraint. In our example
of adverse selection in credit markets we concentrated on the use of collateral as a screening
instrument for overcoming the adverse selection and we commented on some controversies
connected with the understanding the role of collateral in debt contracts. The role of collateral
in bankruptcy proceedings is one of common features connecting the presented model of
adverse selection with the model of soft bankruptcy, which we used as an illustration of high
policy relevance of dynamic principal-agent models in the analysis of credit markets.
We also extensively discussed the alternative informational assumption based on the idea, that
sometimes banks may have better information than borrowers. This better information may be
created by superior credit risk analysis and information sources of banks. It may be also
caused by psychological factors of overconfidence of the agents. We presented three
psychological mechanisms which are used to explain the subjective entrepreneurial optimism.
Out of these three mechanisms, the "above average effect" seems to be the least robust while
the planning fallacy seems to hold reasonably well in experimental settings, but it still could
be interpreted also as leading to incorrect overpesimistic beliefs by agent. The third
mechanism — the selection bias — looks like the most plausible explanation of agent’s
incorrect overoptimistic beliefs.
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