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Abstract 

Traditional theory suggests that more profitable banks should have lower risk-taking 
incentives. Then why did many profitable banks choose to invest in untested financial 
instruments before the crisis, realizing significant losses? We attempt to reconcile theory and 
evidence. In our setup, banks are endowed with a fixed core business. They take risk by 
levering up to engage in risky ‘side activities’(such as market-based investments) alongside 
the core business. A more profitable core business allows a bank to borrow more and take 
side risks on a larger scale, offsetting lower incentives to take risk of given size. 
Consequently, more profitable banks may have higher risk-taking incentives. The framework 
is consistent with cross-sectional patterns of bank risk-taking in the run up to the recent 
financial crisis.  

JEL Classification Numbers: G21, G24, G28. 
Keywords: Banks; Risk-Taking; Bank Capital; Repo Markets; Crises. 
Authors’ E-Mail Address: lratnovski@imf.org  

1 Martynova and Vlahu are with the De Nederlandsche Bank. The views in this paper do not necessarily represent the views 
of the DNB. We thank Toni Ahnert, Mike Burkart, Santiago Carbo-Valverde, Stijn Claessens, Giovanni Dell'Ariccia, 
Tryggvi Gudmundsson, Luc Laeven, David Martinez-Miera, Mark Mink, Lars Norden, Bruno Parigi, Enrico Perotti, Rafael 
Repullo, Jean-Charles Rochet, Rajdeep Sengupta, Javier Suarez, Alexander Tieman, Wolf Wagner, Tanju Yorulmazer, as 
well as seminar and conference participants at IMF, DNB, University of Amsterdam, IBEFA 2014 Denver, FMA 2014 
Nashville, IFABS 2014 Lisbon, SUERF and Finlawmetrics 2014 at Bocconi, EEA 2014 Toulouse, MFA 2015 Chicago, 
ERMAS 2015 conference, Banco Central do Brazil and Banco Central del Uruguay for helpful comments.

IMF Working Papers describe research in progress by the author(s) and are published to 
elicit comments and to encourage debate. The views expressed in IMF Working Papers are 
those of the author(s) and do not necessarily represent the views of the IMF, its Executive Board, 
or IMF management.   

©International Monetary Fund. Not for Redistribution



  
 

 

Table of Contents 
 
1 Introduction ...........................................................................................................................2 
 
2 The Model  .............................................................................................................................6 
 
3 Solution ................................................................................................................................10 

3.1 Bank Strategy  ................................................................................................................10 
3.2 Bank Risk-Taking  .........................................................................................................13 

 
4 Solution with an Endogenous r0 ........................................................................................15 

4.1 Interest Rates and Bank Strategy  ..................................................................................15 
4.2 Equilibrium  ....................................................................................................................17 
4.3 Bank Risk-Taking  .........................................................................................................19 

 
5 Extensions  ...........................................................................................................................20 

5.1 Effort in the Core Project  ..............................................................................................21 
5.2 Monetary Policy and Bank Risk-Taking  .......................................................................23 
5.3 Bank Capital  ..................................................................................................................25 

 
6 Conclusions  .........................................................................................................................26 
 
References  ..............................................................................................................................28 
 
Proofs  .....................................................................................................................................34 
 
 
 
 
 

©International Monetary Fund. Not for Redistribution

2
6
10
10
13
15
15
17
19
20
21
23
25
26
28
34


