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Abstract
We analyze the e!ects of informational asymmetries on the market structure of the
banking industry in a multi-period model of spatial competition. In the process of
lending, incumbent banks gather proprietary information about their clients, acquiring
an advantage over potential entrants. We show that these informational asymmetries are
important determinants of the industry structure and of banks' strategic behavior.
Contrary to traditional models of horizontal di!erentiation, the steady-state equilibrium
is characterized by a "nite number of banks even in the absence of exogenous "xed costs.
In addition, less concentrated industry structures may be associated with higher interest
rates.  2001 Elsevier Science B.V. All rights reserved.
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1. Introduction
Asymmetric information is a de"ning characteristic of credit markets. Financial institutions o!ering credit to borrowers face uncertainty about their credit
worthiness to the extent that they cannot observe some of the borrowers'
characteristics and actions. These informational asymmetries may lead to credit
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rationing and may invalidate other standard results of competitive markets.
However, in the process of lending, banks gather some proprietary information
about borrowers' creditworthiness, so that over time they may partially resolve
the problems associated with informational asymmetries. Furthermore, with
such information banks acquire some degree of monopoly power over their
clients and an advantage over their competitors.
A substantial literature has addressed the issue of competition in banking,
showing that standard industrial organization results generally may fail to hold
under asymmetric information. However, little attention has been paid to the
analysis of the relationship between information and market structure in the
banking industry. This paper is an attempt to "ll that gap.
In a formal setting, this paper shows that asymmetric information and
learning contribute to determine bank conduct and credit industry structure.
More speci"cally, it shows that these factors limit the number of competitors
a market can sustain in equilibrium, provide incumbents with an advantage over
new lending institutions, and induce banks to compete more "ercely for market
share. The intuition goes as follows. Information gathered through their lending
activity enables banks to better evaluate borrowers with whom they have dealt
in the past, relative to borrowers that are new and unknown to them. Then, as
banks compete with each other, adverse selection generates an endogenous "xed
cost that limits the number of competitors active on the market. For each bank,
this adverse selection problem stems from its inability to discriminate between
borrowers seeking "nancing for new untested projects and borrowers rejected
by competing banks. However, the severity of this problem decreases with the
bank's market share. It follows that market share endows a bank with valuable
informational capital and that new lenders "nd entry di$cult.
In a recent paper, Dell'Ariccia et al. (1999) argued that adverse selection
represents a barrier to entry in banking. They showed that, in a single-period
Bertrand setting, asymmetric information leads to a result of &natural duopoly'
and blockaded entry. However, because of the static nature of the model and the
particular form of competition, they could not account for di!erent industry
structures across countries and market segments, and could not examine the
relationship between industry structure and interest rate.
The present paper adds to their result in both those respects. First, it
establishes a relationship between information and market concentration,
and shows that to more severe informational asymmetries correspond more
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