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Collateral-Poor Firms and FDI
Credit Frictions
Stiglitz and Weiss (1981) provide a basic rationale for the presence of frictions in the credit market. When lending to a firm, a bank needs to make sure that the firm has a large enough incentive to preserve (or improve) the quality of the investment and repay the loan. A direct implication is that for the bank to lend to the firm, the firm has to have a large enough of a  stake in the investment or it has to be able to secure the loan with collateral. These considerations limit the amount of credit available to firms. Holmstrom and Tirole (1997) provide a canonical representation of this mechanism. In their model, there is a continuum of domestic entrepreneurs, with access to the same investment technology and different amounts of capital A. The distribution of assets across entrepreneurs is described by the cumulative distribution function, . The investment required is I, so an entrepreneur needs to raise I-A from outside investors. The return is either 0 or R, and the probability depends on the type of project that the entrepreneur chooses. 





If the entrepreneur chooses a good project, the probability of a high return is higher than if he chooses a bad project: . However, the entrepreneur may choose a bad project to enjoy non-pecuniary private benefit. The private benefit is denoted by  B.
The rate of return demanded by outside investors is denoted by The assumption is that only the good project is viable: 
.
That is, investing in the bad project generates a negative total surplus. Hence, for outside investors to put money in the firm, it is essential to make sure that the entrepreneur undertakes the good project. The incentive of the entrepreneur to choose the good project will depend on how much “skin in the game” he has. That is, the entrepreneur will need to keep enough ownership of the project, so that he has a monetary incentive to make the “right” decision. A key implication is that it would be easier to provide external finance  to entrepreneurs with large assets A, since they are more likely to internalize the monetary benefit and choose the good project rather than enjoying the non-pecuniary benefits of the bad project.
Consider a contract where the entrepreneur invests A, the outside investor puts in I-A. Clearly, no one will receive any payment if the project fails and yields 0. The key is to determine how the entrepreneur and the outside investor split the return of the project in case it succeeds, yielding R. In general, one can denote the payment to the entrepreneur as  and the payment to the outside investor as , such that .
A necessary condition for outside investors to be willing to provide financing to the entrepreneur is that the entrepreneur has an incentive to choose the good project, i.e., he benefit more from taking the good project than from taking the bad project. This implies: 
.
Denoting , we get the incentive compatibility constraint:

This implies that the maximum amount that can be promised to the outside investors – the pledgeable expected income – is:

Hence, to satisfy the participation constraint of the outside investors, i.e., to make sure that they get a high enough expected income to at least break even, we need: 

This puts an endogenous financing constraint on the entrepreneur, which depends on how much internal capital A he has. Defining the threshold  as:
,
We get that only entrepreneurs with capital at or above  can raise external capital and invest in their projects. This is the classic credit rationing result going back to Stiglitz and Weiss (1981). The entrepreneur cannot get unlimited amounts of capital, since he needs to maintain high enough stake in the project so that outside investors are willing to participate.
Foreign Direct Investment

Now assume a continuum of domestic  – firms.  is distributed according to a CDF F():

Each  – firm can invest I in a "good" project yielding R(1+) with probability , and 0 with probability 1 - ; and in a "bad" project yielding R(1+) with probability , and 0 with probability 1 - , and extra private benefit .
To induce the  – firm to invest only in the good project the domestic bank puts requires of minimum equity of  (Loans are qualified after the realization of ).  is defined by:
 (1) 
Where  [footnoteRef:1] [1:  Only good projects are viable, , for all ] 

R – rate of return required by domestic investors.
Firms are owned by domestic residents, who are informed about.
 - the valued of the  – firm to its original (domestic) owner.  is defined by:
 (2) 
Uninformed FDI investors (who do not observe ) buy the low-end of the  distribution. This low-end is below a cutoff  (denoted ) which is defined by:	Comment by Katz: 
 (3) 
 - rate of return required by FDI investors  ( >).
Note: [see eq. (1)]
Hence, Proposition:
 (1) 
(That is,  which means FDI ).
 (2) 
(More generally,  ).







