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Mathematical Analysis of Adverse Selection in Credit Bail-out
for Small and Medium-sized Enterprises

ZOU Xiao-peng, ZHANG Zhi
{ Department of Finance, Zhejiang University, Hangzhou 310027, China)

Abstract: The prosperity of small and medium-sized enterprises is of vital importance to the develop-
ment of China’s economy. However, it is difficult for these enterprises to get credit capital from banks
because of asymmetry of information between banks and enterprises, which has hindered their develop-
ment. The bail-out of credit bail-out institutions for SMEs can help to improve the latter’ s credit
standing and to some degree solve the problem of asymmetry of information between banks and enter-
prises. However, there is also the problem of the said asymmetry between credit bail-out institutions
and enterpriscs. With the lemon’s model, Akerlof has come to the conclusion that adverse selection
would arise from the problem of asymmetry of information and Pareto Optimum could not be realized

because of adverse selection. This will reduce efficiency of the credit bail-out system. So we should
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take measures to decrease adverse selection in the credit bail-out system. It is often taken for granted
that an increase in investigation of the enterprises’ conditions means the decrease in adverse selection in
the credit bail-out for SMEs. Is that viewpoint right? Based on the analysis by making one model, we
may reach the conclusion that the viewpoint doesn’ t work at all. When the value of guarantees sup-
plied by enterprises is larger than the margin between expected incomes of projects and assuring [ees,
investigations made by the above-mentioned institutions would help decrcase “adverse selection™.
When the said value is not larger than that or even without guarantees, such investigations would in-
spire the enterprises to choose “adverse selection”. In order to test the correctness of the conclusion,
we have analyzed some cases from some credit bail-out institutions in Hangzhou. The outcome is satis-
{ying. When increased investigations cannot help decrease adverse selection, however, there are two
ways 1o do so: one (s to decrease the asymmetry of information between credit bail-out institutions and
enterpriscs without increasing the cost, the other is to establish a risk sharing system. According to
these two ways, some measures, such as setting up consulting institutions of credit evaluation,creating
tong-term clients’ records, and establishing a risk sharing system, are advanced to solve the problem of
adverse selection.

Key Words: small and medium-sized enterprises; credit bail-out; adverse selection
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