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Highlights

e The introduction of outside collateral (personal assets) may generate negative incentives.

e The borrower gambles for resurrection by continuing an inefficient bad project or by gambling
with the value of the collateral asset.

e By winning the gamble the borrower can save the collateral asset.

e Moral hazard is avoided when the volume of collateral is small or large, as it occurs in the
middle range of collateralization.

e The eliminate moral hazard each loan should be fully secured and the value of the collateral
assets should be fixed.

Abstract: We study an incentive model of lending in which a borrower can pledge a personal asset
as outside collateral. We examine how the value of the collateral affects the borrower’s incentives
and the lender’s returns. In some scenarios moral hazard is avoided without the collateral but the
introduction of the collateral may generate negative incentives. The borrower attempts to save his
collateral asset by gambling for resurrection with the project output or by gambling with the value of
the collateral. These negative incentives make credit rationing optimal. The findings provide

recommendations on the optimal use of collateral.



ISIf)rticles el Y 20 6La5 s 3l OISl ¥
Olpl (pawasd DYl gz 5o Ve 00 Az 5 ddes 36kl Ol ¥/
auass daz 3 Gl Gy V

Wi Ol3a 9 £aoge o I rals 9oy T 55 g OISl V/

s ,a Jol domieo ¥ O, 55l 0lsel v/

ol guae sla oLl Al b ,mml csls p oKl V7

N s ls 5l e i (560 sglils V7

Sl 5,:K8) Kiadigh o Sl (5300 0,00 b 25 ol Sleiiy ¥/


https://isiarticles.com/article/161946

