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The big picture 

• The role of collateral in lending 

 

• Two main theoretical reasons:  

–  solve/mitigate agency problems (commitment view) 

– provide better protection in case of default (hedging view) 

 

• Empirically, it is difficult to separate the two views, because 

agency problems and hedging needs are unobserved 

 

 

 



Theoretical predictions Findings: 

1. Measures of α and β  
 

2. Collateral is increasing in agency 
risk but independent on production 
risk 
 
3. Interest rate is increasing in 
production risk but independent on 
agency risk 
    
4. Collateral Pecking order 
 
5. Collateral Pecking order and 
financial development 

The paper in a nutshell 

1)1( ≥+− wr ββLender PC 

wYrY −≥− αBorrower IC 

α and β are agency and 
production risk 

1.Commitment  role:  
1. W increasing in α 
2. r  increasing in W  

 
2.Hedging role:  

1. W increasing in β 
2. r  decreasing in W  

 



 
 
The Model 

 Very general question: where do the agency problems come 

from?  

 Some strong assumptions (could be more realistic and more 

consistent with the empirical analysis): 

– Diversion of income only 

– Collateral can not be diverted  

– No differences in collateral 

– Production and agency risk are independent 

 

 

 



The data set 

• The data comes from the lending division of a large multinational 
bank that operates in 15 emerging market economies. 
 

• Any selection bias in the data? 
 

• Banking literature documents significant differences between 
foreign and domestic banks in lending models especially in 
emerging markets, i.e., Beck, Ioannidou and Schäfer (2012) : 
 

– foreign banks rely more on collateral and shorter maturity as 
disciplining tools and hard information as input for the loan pricing, 
 

– domestic banks rely more on relationship and soft information as 
lending technologies, but compensate with higher interest rates. 
 

 



The empirics: production and agency cost 
The data provides: 
 - actual default (whether the firm has defaulted during the 2 years)  
 - ex-ante risk grade of the borrower: mix of measures of firm 

performance and info about quality and reliance of information  
Crucial assumptions to separate agency from production risk: 
1. Actual default is never strategic. Agency problems are fully  

eliminated through the credit contract. 
2. Risk grade is independent on collateral. However, the risk grade 

contains information on past credit history, financial flexibility and 
previous Chapter 11 situations, possibly related to collateral 

3. Production and agency risks are independent. Is that the case? 
Managers have more incentives to hide info when business is low  

4. Relation between risk grade and default is linear, then the residual 
is a good proxy for the agency risk. Is that the case?   Example: 
credit rating  and default clearly non linear pattern 

 



The empirics: the collateral pecking order 
Data: 6 classes of collateral differing in sensitivity to agency concerns.  
 - more: inventory, machinery and equipment (specific assets) 
 - less: cash, land, real estate mortgage, liquid assets (non-specific) 

My concerns: 

1. What are agency problems in your story? Diversion of income? Diversion of 

collateral? 

2. Cash and liquid assets are the easiest to divert (Burkart and Ellingsen, AER 

2004),  why does collateralization goes up with the risk of diversion? 

3. No clear economic reason why riskier firms should be asked to pledge less of 

specific assets.  Is it because  of diversion or liquidation value?  

Bottom line: need of a theoretical model (inside/outside collateral, 

uncertainty/agency costs ) to derive a convincing collateral pecking order. 

 



The empirics: the role of financial development 
HP: in financial developed (FD) countries lenders can employ covenants  (rather 

than collateral) to solve agency problems. The positive relation between 

collateral and agency costs should be weaker in countries with higher FD 

Findings: consistent with the prediction, negative interaction term 

Interpretation? FD is proxied by Djankov et all. creditor rights index, 

mostly based on collateral protection...  Some potential biases:  

1. Market value of collateral (dep. variable) higher in countries with higher 

FD 

2. Agency risk is lower in FD countries if collateral can be diverted 

3. Foreign banks are more likely to be active and to lend more in countries 

with more FD. Some countries are better represented than others.   

 



Minor comments 
• Better motivation: why is it important to disentangle the two reasons 

for collateral use? Which policy implications can we derived from your 
analysis? Role of monetary policy? 

  

• Improve consistency in notation. Y,α,β, , used both in the model and 
in the empirics but to define different concepts....confusing. 

 

• The discussion of the methodology used to separate agency and 
production risk is a bit confusing (Section IIB p.16-17; Section IIIB p. 
23-24; Table V) 

 

• Provide some descriptive statistics on the use of collateral and 
importance of the two risks (agency and production) by country and 
by industry. 



In conclusion: 

• Very much enjoyed reading the paper! 
 

• Very interesting research question! 
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