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Professor: Sergio Vicente 

Professor’s e-mail: svicenter@gmail.com 

Introduction 

This course is the sequel of Banking Theory I, taught by Professor Freixas in the Winter Term. The course 

complements Banking Theory addressing the topics of liquidity risk, credit risk, risk management, banking regulation, 

and the economics of bailouts. This is a rigorous theory course applying microeconomics techniques —mostly game 

theory and contract theory—to central aspects of banking.  

Objectives 

The objective of this course is: 

1) Understanding the role of financial intermediaries in the economy.  

2) Getting acquainted to central aspects of banking theory 

3) Deepening the knowledge of banking institutions.  

4) Understanding the fragility of the banking function. 

5) Making sense of banking regulation.  

Required Background Knowledge 

The course draws on game theory and contract theory concepts. Moreover, the course requires some basic 

knowledge of finance. Although not a formal prerequisite, taking (and passing) Banking Theory I is a necessary and 

sufficient condition to be ready to start this course.  

Learning Outcomes 

The course deals with classical treatments of banking theory and progresses towards recent developments. The first 

part of the course is mostly based on standard treatments of topics that are central to understanding the theory of 

banking. The second part deals with the current research frontier in some (selected) aspects of banking theory. At 

the end of the course the student should be familiar with the main tools of banking modelling and the main insights 

in banking theory.  

Methodology 

The course consists of lectures, problem sets, and a student presentation of a recent banking theory paper.  
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Evaluation 

Final Exam: 50%.  

Presentation: 25%. 

Problem Sets: 15%.  

Class participation: 10%.  

Course contents 

The course at a glance: 

 

Topic Title 

1 Liquidity risk 

2 Credit risk  

3 Managing risk in the banking firm 

4 Regulation of banks 

5 The economics of bailouts  

Main bibliography 

[BBT] Bhattacharya, S., , A. W., Boot, W. A., & Thakor, A. V. (Eds.). (2004). Credit, intermediation, and the 

macroeconomy: Readings and perspectives in modern financial theory. Oxford University Press. 

[FR] Freixas, X., & Rochet, J. C. (2008). Microeconomics of banking. MIT press. 

[TB] Thakor, A. V., & Boot, A. (Eds.). (2008). Handbook of financial intermediation and banking. Elsevier. 

 

 

1. Liquidity risk  

[FR], pages 220-48 
[BBT], Part II (discussion) and III (discussion) 
 

Further References: 

Bhattacharya, S. and D. Gale, "Preference Shocks, Liquidity and Central Bank Policy",1987, In New 
approaches in monetary economics, edited by W. Bamett and K. Singleton. Cambridge: Cambridge 
University Press. 
Chari, V., R. Jagannathan,. "Banking Panics, Information and Rational Expectations Equilibrium", Journal of 
Finance, 1988; vol. 43; 3: 749-61. 
Diamond, D. W, and R.H. Dybvig, "Bank Runs, Deposit Insurance, and Liquidity", Journal of Political 
Economy, 1983; vol. 91; 3: 401-19. 
Diamond,D.,andR.Rajan.2000.”A Theoryof Bank Capital”Journal of Finance 55(5): 24312465. 
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Diamond,D.,and R. Rajan. 2001.”Liquidity risk, liquidity creation and financial fragility: A theory of banking.” 
Journal of Political Economy 109(2):287-327. 
Douglas W. Diamond and Raghuram G. Rajan. “A Theory of Bank Capital”. The Journal of Finance. Vol LV. 
Nº 6. Dec. 2000 
Diamond,D., and R.Rajan.2005. “Liquidity shortage and banking crises.” Journal of Finance 60(2): 615-647. 
Freixas, X., B. Parigi and J.C. Rochet, “Systemic Risk, Interbank Relations and Liquidity Provision by the 
Central Bank” Journal of Money Credit and Banking, 2000 
Jacklin, C. J., "Demand Deposits, Trading Restrictions and Risk Sharing", 1987, in Contractual 
arrangements for intertemporal trade, edited by E. Prescott and N. Wallace. Minneapolis: University of 
Minnesota Press. 
Franklin Allen and Elena Carletti. “Interbank Market Liquidity and Central Bank Intervention”. May 2008 

 
2. Credit risk 

[FR], pages 266-73 

 

Further References:  

Ausubel, Lawrence, ‘‘The Failure of Competition in the Credit Card Market,’’ Banking Research Center 
Working Paper No. 153, KGSM, Northwestern University. October 1990. 
Berger, Allen N., and Gregory F. Udell, ‘‘Collateral, Loan Quality, and Bank Risk,’’ Journal of Monetary 
Economics 25, 1990, 21–42. 
Berlin, Mitchell, and Loretta Mester, ‘‘Debt Covenants and Renegotiation,’’ Journal of Financial 
Intermediation 2–3, June 1992, 95–133. 
Besanko, David, and Anjan V. Thakor, ‘‘Collateral and Rationing: Sorting Equilibria in Monopolistic and 
Competitive Credit Markets,’’ International Economic Review 28, October 1987b, 671–689. 
———, ‘‘Competitive Equilibria in the Credit Market Under Asymmetric Information,’’ Journal of Economic 
Theory 42, June 1987a, 167–182. 
Boot, Arnoud, Anjan V. Thakor, and Gregory F. Udell, ‘‘Secured Lending and Default Risk: Equilibrium 
Analysis and Monetary Policy Implications,’’ The Economic Journal 101–406, May 1991, 458–472. 
Chan, Yuk-Shee, and Anjan V. Thakor, ‘‘Collateral and Competitive Equilibria with Moral Hazard and Private 
Information,’’ Journal of Finance 42, June 1987, 345–364. 
Clarke, Peter S., ‘‘Collateral Lessons,’’ ABA Banking Journal, November 1987, 68–70. 
Diamond, Douglas, ‘‘Reputation Acquisition in Debt Markets,’’ Journal of Political Economy 97, August 1989, 
828–862. 
Fama, Eugene, ‘‘What’s DiVerent about Banks?’’ Journal of Monetary Economics 15, 1985, 29–39. 
Green, Richard, ‘‘Investment Incentives, Debt, and Warrants,’’ Journal of Financial Economics 13, March 
1984, 115–136. 
Hall, John, and Timothy J. Yeager, ‘‘Does ‘Relationships Banking’ Protect Small Banks from Economic 
Downturns?’’ The Regional Economist, Federal Reserve Bank of St. Louis, April 2002. 
Hand, D.J., ‘‘Modelling Consumer Credit Risk,’’ IMA Journal of Management Mathematics 12, 2001, 139–
155. 
Jackson, T.H., and A.T. Kronman, ‘‘Secured Financing and Priorities Among Creditors,’’ Yale Law Review 
88, 1979, 11–43. 
Kiefer, Nicholes, M., and C. Erick Larson, ‘‘Specification and Information Issues in Credit Scoring,’’ 
Economic and Policy Analysis Working Paper 2004, Comptroller of the Currency, December 2004. 
Leland, Hayne, and David Pyle, ‘‘Information Asymmetries, Financial Structure, and Financial 
Intermediaries,’’ Journal of Finance 32, May 1977, 371–387. 
Myers, Stewart, ‘‘Determinants of Corporate Borrowing,’’ Journal of Financial Economics 5, 1977, 147–175. 
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Orgler, Yair, ‘‘A Credit Scoring Model for Commercial Loans,’’ Journal of Money, Credit and Banking 2, 
1970, 435–445. 
Ross, Stephen, ‘‘The Determination of Financial Structure: The Incentive-Signalling Approach,’’ Bell Journal 
of Economics and Management Science, Spring 1977, 23–40. 
Stulz, Rene M., and Herb Johnson, ‘‘An Analysis of Secured Debt,’’ Journal of Financial Economics 14–4, 
December 1985, 501–522. 

 

3. Managing risk in the banking firm  

[FR], pages 273-84 

 
Further References: 

Rochet, J.C., "Capital Requirements and the Behaviour of Commercial Banks", European Economic Review, 
1992; vol. 36; 5: 1137-70. 
Hauswald,R. and R.Marquez. 2005. “Competition and strategic information acquisition in credit markets.” 
Review of Finance Studies 19:967-1000. 

 

 

4. Regulation of banks 

[FR] pages 305-340 
[BBT], Part IV A discussion 
[TB] Section 5 
 
Further References: 

Morrison and White. “Is Deposit Insurance A Good Thing And, If So, Who Should Pay For It?” 
George Pennacchi. “Deposit insurance, bank regulation, and system risks”. Journal of Monetary Economics. 
Elsevier. Vol. 53 (1). January 2006 
Aghion, P., P. Bolton and S. Fries, ''Optimal Design of Bank Bailouts: The Case of Transition Economies'' 
JITE, p.51-70 (BBT, 14) 
Viral V. Acharya and Tanju Yorulmazer. “Cash-in-the-Market Pricing and Optimal Resolution of Bank 
Failures” Mimeo Bank of England 
Bhattacharya, S., A. Boot and A. Thakor, "The Economics of Bank Regulation". 

 

5. The economics of bailouts  

 

References: 
Beck, T., Da-Rocha-Lopes, S., & Silva, A. F. (2017). Sharing the pain? Credit supply and real effects of bank 
bail-ins. Unpublished working paper. 
Beck, T., Wagner, W., 2016. Supranational supervision - How much and for whom?. International Journal of 
Central Banking, 12(2), 221--268. 
Brown, M., Evangelou, I., & Stix, H. (2018). Banking Crises, Bail-ins and Money Holdings. Unpublished 
working paper. 
Bolton, P., Oehmke, M., 2017. Bank resolution and the structure of global banks. Unpublished working paper. 
Calzolari, G., Colliard, J.-E., Loranth, G., 2017. Multinational banks and supranational supervision. HEC Paris 
Research Paper No. FIN-2016-1152 
Carletti, E., Dell'Ariccia, G., Marquez, R., 2016. Supervisory incentives in a banking union. IMF Working Paper 
No. 16/186. 
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Colliard, J.-E., 2017. Optimal supervisory architecture and financial integration in a banking union. HEC Paris 
Research Paper No. FIN-2017-1230. 
Colliard, J.-E., Gromb, D., 2017. Financial restructuring and resolution of Banks. Unpublished working paper. 
Dell'Ariccia, G., Martinez Peria, M. S., Igan, D.O., Awadzi, E.A., Dobler, M., Sandri, D., 2018. Trade-offs in 
bank resolution. IMF Staff Discussion Note, February 2018. 
Dell'Ariccia, G., Marquez, R., 2006. Competition among regulators and credit market integration. Journal of 
Financial Economics 79(2), 401--430. 
Dewatripont, M. (2014). European banking: Bailout, bail-in and state aid control. International Journal of 
Industrial Organization, 34, 37-43. 
Ferrarini, G. (2015). Cross-border Banking and the SSM. European Economy, (3), 57. 
Goodhart, C., & Avgouleas, E. (2016). Critical reflections on bank bail-ins. In The Reform of International 
Economic Governance (pp. 75-99). Routledge. 
Holthausen, C., Rønde, T., 2004. Cooperation in international banking supervision. ECB Working Paper Series 
316. 
Sandri, D., 2015. Dealing with systemic sovereign debt crises: Fiscal consolidation, bail-ins or official 
transfers?. IMF Working Paper No. 15/223. 
Stavrakeva, V., 2017. Optimal bank regulation and fiscal capacity. Unpublished working paper (conditionally 
accepted at the Review of Economic Studies). 
Tirole, J., 2015. Country solidarity in sovereign crises. The American Economic Review, 105(8), 2333--63. 
Walther, A., White, L., 2017. Bail-ins and bail-outs in bank resolution. Unpublished working paper. 

 

 

 

 


