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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 technigues —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 | 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 Il (discussion) and Il (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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155.

Jackson, T.H., and A.T. Kronman, “Secured Financing and Priorities Among Creditors,” Yale Law Review
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Orgler, Yair, “A Credit Scoring Model for Commercial Loans,” Journal of Money, Credit and Banking 2,
1970, 435-445.
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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.

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.

12F008 Banking Theory 4



Barcelona

Graduate
School of
Economics

12F008

Banking Theory Il
I
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