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Extended Abstract

This paper argues that banks can reduce their uncertainty bout client char-
acteristics and improve bank performance by learning abowt clhients in the
course of the depositor relationship. The information acquired from deposit
Mary G. Zephirin zccount performance allows them to tallor services fo fit the characteristics
Central Bank of Barbados " and capabilities of their customers. The conditions under which such infor-
mation implies an incresse in service quality over time are derived.
The model considers the development of service offered by ons bank to
2 pool of depositors. Initially, individual depositors caanot be identified by
iype but there is common knowledge about the distribution of types. The

*Research Depaniment, P.O, Box 1018, Bridgetown, Barbades
July 1995

232



revenue generated by a deposit account depends randomly on the character-
istics of the depositor and the type of service offered. Revenue probabilities,
conditional an service Jevel and depositor type, are known, To keep notation
simple, two service and depositor types and three service- and type-dependent
levels of revenue are assumed. Providing type-specific service to each depos-
itor increases the bank’s expected profits. Service is considered here as all
the ufility- or income-eahancing facilities extended by = bank 2o a client.
Service is costly to the bank in dollar terms and can be viewed as generating
a proportional dollar return to the depositor. Inapprepriate service dogs not
benefit the client. It iz assumed that the conditions for self-selection do not
exist.

In the first period, the two types of service are allocated randomly to new
depositors. A depestior receiving appropriate service has a more than even
chance of producing the hest level of accouns revenue expected from that
service. However, their acconnt may also produce a lower level of revenue
with the same probability as would an inappropriately allocated service level.
On the other hand the account with inappropriately assigned serviee has a
high probability of generating the lower level of revenue.

At the end of the first period the bank is able to observe the revenoe that
each class of servicereceiving deposit account has produced and updates its
pricrs about fype using Bayes rale. In the second period #t exiends service,
S, 1o the depoviiors receiving s;; whose deposit accounts have produced
revenue B, where the first subscript refers to type and the second to time
period. The visk-neutral bank maximizes conditional sxpected (discounted}

profits over the two periods subject to the participation constrainis on ex-
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pected utility of the two types of risk-averse depositers.

Consider a depositor with an ATM card in first period. A depositor whe
has a high time preference and saves little is more Lkely to make frequent
withdrawals, with higher operating costs (lower revenue]) for the bank. On
the other hand, the saver i3 more likely to sconomize on withdrawals, with
higher, more stable balances which the bank can onlend. “The deposit account
of a spender with a cash card service is therefore Bkely to generate less net
revenue for a'bank. If a bank has isolated two depogitor types, i can then
infer type conditional on revemue observed. The second type of account
perfermance is more likely to encourage a bank o pravide 2 credit casd.

This framewerk is jotended to generate a profit-maximizing increase in
depositor serviee to capture the simple observation that new depasitors do
nat usually receive the sanws facilitics as established depositors. Ta English
banks, for example, service cards {a card which provides chegque guarantee,
cash access and direct debit facilities) is not given on demand - the bank
will explicitly inform a new depositor that it has to observe deposit account
performance for six or mere months. A cash, or ATM, card is casier to
cbtain, Similarly, 2 request for a credit card by a new and unknown customer
is unlikely to be granted. In tl}is scenario a loan is also 2 bank service —-
one that is an improvement over a cash card and over a credit card. The
azgurnent is that a bank extends this enhanced service only when it has Jearnt
the characteristies of the clieat.

The madel is loosely based on Rogerson’s 1985 paper (Econometriza
53{1}) which examines a repeated principal-ageni relationship with moral

hazard in the lahour markel., Here, while there is no hidden action and



action-contingent payment, learning aboui unobserved characteristics and
revenue-contingent service are usefully modelled in 4 similar framework.

Using the first order conditions for the bank's maximization problem,
the paper finds the conditions aader whick service in the second period ex-
ceeds service in the frst. In an eathier paper, {Zephirin, 1994, The Economic
Journal, 104} the author derived endogenous switching costs for depositors
who establish good repulations with banks who provide relationship-specific
sepvice which improves over time. But that paper did 5o consider the con-
dittens under which bank service qﬁa,lity would improve. The present paper
argues that a bank’s learning about customer type over time and its conse-
quent zbility to previde service valued by the particular type will result in
increasing sxpected service over time.

There are many papers examining bask acquisition of information about
consuraers in credit markets with hidden information. In addition o the
several well-known papers with signalling, Sharpe {1999, Journal of Finance,
45(4)} looks at the infurmational advantage which basks obtain over tvals
by learning about their borrowing clients and Broecker {1990, Econometrica,
38(2}} considers credit-worthiness tests used by banks to assess a borrower’s
repayment capability. Besanko and Thakor [1993) * also model borrowsr-
specific information acquired by banks in relationship banking, where re-
lationship banking is described 2s repeated bilateral transactions bebween
banks and borrowers. The idea i the present paper — that banks’ acqui-

sition of client informalion begins in the deposit market, rather thar with

tChapter 16 in Mayer, C. and X. Vives Capital Markets and Finamcint Intermedintion,
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the bormower — is similar fo that in Vale (1993, Scendinavian Journal of
Eeonomics, $5(1)) where banks infer » borrower’s risk averston from the con-
duct of his demand depasit account. Vale is, however, concerned with how
banks gein an advantage over non-bank mtermediaries in the credit market
by providing deposits with a certain return. The conecern here i with how
even depositors can gain by developing an information-based relazibnghip
with their bask. The paper contribules to the extensive literature on banks’
informational vole by arguing that banks’ valuable functions may include the
ability to provide customer-tailored transactions ssrvices, which may, but

need not, Include credit,
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