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̌yořy.vas@uniľcorvinus.hu 

Abstract: Adverse selection and moral hazard are empirical research themes for the SME’s 
financing after the local and international crises of the 90’s and recently after the world-
crises starting in 2007. Although several empirical evidence is available for commercial 
and development banking related issues, the direct subsidies of the European Union and 
the partner states have not been investigated yet. Moral hazard has to be first generalized 
for state-aid related issues, incorporating the social surplus as value created by subsidized 
firms. As firm owners might transfer bank loans into private benefits, in case of direct 
subsidies firms utilize government funds without contributing to any increase in social 
surplus, i.e. we interpret moral hazard irrespective from private benefits and consider only 
the social surplus elements of the fund transfers. 
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1 Introduction 

The well known and established adverse selection and moral hazard phenomenon 
in SMź ̋inanciň will be extended and re̋ormulated ̋or stateľaid related issues. 
Żirst ő all the direct ̌overnment subsidy is rěarded as state interventionĽ which 
is a ̋und trans̋er without any repaymentβ. The subsidy is ̌ranted ̋or economic 
development purposesĽ which can be captured in social surplusĽ however it is 
hǐhly complex to be measured properly. Żurther investǐation should deliver a  
proper de̋inition in order to start the empirical testiňĽ this paper ̋ocuses only on 
̌eneralization ő moral hazard.  

                                                           
1  The publication was prepared within the Széchenyi β0β0 prǒram ̋ramework (źŻOPľ

γ.6.1ľ16ľβ016ľ0001γ) under the źuropean Union project titled: „Institutional 
developments ̋or intellǐent specialization at the Székes̋ehérvár Campus ő Corvinus 
University ő Budapest”. 

β  In case ő ̋ailure i̋ the project does not meet the set ő prede̋ined criteria the ̋irm is 
oblǐed to return the ̋undsĽ otherwise i̋ the project succeed no repayment is needed  
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The theoretical research is based only on ̋ew articlesĽ (Stǐlitz & WeissĽ 1řŘ1)Ľ 
(Holmstrom & TiroleĽ 1řř7).  The ̋irst one is about de̋iniň the moral hazard 
phenomenon; the second creates a simple equilibrium model ő credit explainiň 
the role ő di̋̋erent kind ő credit constraints. These articles are the basis ̋or 
̋urther empirical investǐation ő adverse selection in case ő SMź bank ̋inanciň  
proviň the credit constraint or the credit rationiň.  

źmpirical testiň aims to show i̋ credit constraint is present or is there any 
structural di̋̋erence in the particular market which could explain the correlation 
between easy excess to credit and economic development. HoweverĽ no empirical 
testiň could be ̋ound ̋or state aid related moral hazard issues.  

SMź’s represent řřĽŘ percent ő number the companiesĽ 70 percent ő the 
work̋orce is employed and 60 percent ő the total turnover can be assǐned. The 
bank ̋inanciň ő SMź’s is characterized by asymmetric in̋ormation and adverse 
selectionĽ which mǐht be captured as a proľcyclical market ̋ailure (Repullo & 
SuarezĽ β01γ)Ľ indicatiň that banks lower credit lines to SMź’s makiň them 
more vulnerable in case ő economic downturn. Contraľcyclical behavior comes 
̋rom stateľowned development banks is rěarded by (BeckĽ ThorstenĽ Demiřüçľ
KuntĽ & MaksimovicĽ β00Ő) and (żri̋̋ithľJonesĽ TysonĽ & CaliceĽ β011)Ľ whereas 
(Petersen & RajanĽ 1řřő) summarize the potential ő increase in manǎement and 
̋inancial knowleďe ő SMź’s. 

2 The Holmstrom-Tirole model 

To ̋ind a ̋ramework ̋or ̋urther investǐatiň the moral hazard issuesĽ we assume 
that companies are endowed with limited capitalĽ and ̋or ̋inanciň there projects 
they excess the credit market. The nonľequilibrium situation is the credit 
constraintĽ where banks are reluctant to ̌ive the required ̋inanciň to SMź’sĽ 
markets do not clear even with hǐher  credit rates  

As HolmstromľTirole pointed out increasiň the interest rate will not clear the 
market it will only lead us to the moral hazard problem. (Berliňer ź. J.Ľ β01ő) 
(BerliňerĽ LovasĽ & JuhászĽ β016) and (Kállay & Vas żĽ β017) contributed to 
̋urther developiň the orǐinal HolmstromľTirole model as they extended the 
model to stateľaid related questions. The meaniň ő stateľaid can be understood 
in several ways: it is ̋irst ő all rěarded as intervention ő central ̌overnment 
related body to directly support ̋irms in order to achieve economic development 
purposes. 

In the basic model there are three players: the ̋irmĽ the ̋inancial intermediary and 
the investor. In the ̋irst period the ̋inanciň decision is madeĽ the lěal contracts 
closedĽ while in the second period the investment returns are realized and 
settlement ő all claims is taken place. All players are riskľneutral and have limited 
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liabilitiesĽ i.e. the extent ő the potential loss mǐht only be equal to the orǐinal 
investment made. There are in̋inite number ő ̋irms with di̋̋erent sets ő 
technolǒiesĽ ̋irms only di̋̋er in the initial set ő own capitalĽ indicated by A. 
Żirms intend to invest IĽ there̋ore IľA ̋inanciň is needed. Cummulated turnover 

is denoted by  ̋or investment I with income 0 or RĽ ̋or ̋ailure or success. The 
private bene̋it ő the ̋irms’ owners mǐht increase in lack ő proper incentives or 
monitoriň. This is what we identi̋y as moral hazard ő the ̋inanciň: 

 
Success̋ul projects do not ̌enerate private bene̋itĽ Ph denotes hǐher probabilityĽ 
then ̋ailed projects with lower probability Pl. In case ő ̋ailure there are two 
di̋̋erent types ő possible outcomes: ̋irms’ owner realize low or hǐh private 
bene̋it dependiň on the personal e̋̋orts executed by them. źxpected rate ő 
return on investment is denoted by ȖĽ there̋ore  

 
applies ̋or economically viable projectĽ i̋ the ̋irm owner aims success̋ul projects 
rather than private bene̋its. I̋ private bene̋it mǐht be b or BĽ dependiň or low or 
hǐh personal e̋̋ortĽ we conclude that: 

 
meaniň that the project is not bankable. źxpected net income plus private 
bene̋its are less than expected rate ő return on initial investment.  

3 Re-defining moral hazard of state subsidies 

In case ő SMź bank ̋inanciň the credit constraint is the consequence ő adverse 
selection. Żirms cannot excess the required amount ő commercial bank ̋inanciňĽ 
because banks are reluctant to ̌ive ̋inanciň ̋or those projects. Banks are 
consideriň SMź’s not to be able to de̋ine prőitable projects or they are 
suspicious that ̋irms will use the available ̋und to crossľ̋inance other projects. 
We mǐht assume that ̋irms would per̋orm better i̋ they would ̌et the required 
amount ő commercial bank ̋inanciňĽ turnover would increase which would 
contribute to increase in prőitability as well. This is the reason behind the 
̌overnment subsidyĽ to make available excess ̋unds to SMź’s to boost economic 
development. As we know that ̌overnment subsidy distorts competitionĽ it also 
chaňes ̋irms’ behaviorĽ what we call moral hazard.  

The basic question arises as what would prevent ̋irms to aim ̋or subsidized 
project which would not be prőitable to establish ̋rom own sources. This means 
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that ̋irms de̋ine project because ő the cheap ̌overnment money which is 
available ̋rom state (or equally źuropean Union) sources. Or on the other hand 
subsidies mǐht re̋inance more expensive corporate bankiň or other ̋orms ő 
own sources. Both cases are the materialization ő moral hazard issues. State 
subsidy can be characterized as certain ̋orm ő ̋inanciňĽ in which case the 
repayment is expected to be the increase in social surplus. The moral hazard can 
be re̋ormulated in that sense that ̋irm owners aim ̋or private bene̋it instead ő 
increasiň social surplus. 

The major di̋̋erence is the lack ő repaymentĽ there̋ore increasiň social surplus 
is intended to be rěarded as certain ̋orm ő ő repayment. In case ő commercial 
bank ̋inanciň the banks’ ̋und are trans̋ormed into private bene̋it as hidden 
action ő ̋irms’ ownersĽ which is interpreted as moral hazard ő ̋inanciň. On one 
hand the theoretical ̋undamentals ̋or capturiň moral hazard should be 
reinterpreted as an issue ő theory ő ̌ames (Kállay & VasĽ β017)Ľ on the other 
hand empirical evidences should be presented. Currently there are several 
obstacles ̋or empirically detectiň moral hazard. Żirst the social surplus can not 
be measured properlyĽ which is de̋initely needed ̋or empirical testiň the 
phenomenon. Żurther theoretical research is needed to determine certain criteria 
̋or measuriň social surplus on individual ̋irms’ and more ̌enerally on 
macroeconomic levels. 

The central ̌overnment is interested in supportiň projects in order to increase 
social surplus. Althoǔh it is not an easy taskĽ as it is not easy ̋or commercial 
banks to select the viableĽ prőitable projects. Contemporary theoretical research 
consider indicators to value project’s prőitabilityĽ however there are less e̋̋ort 
invested into ̋indiň robust indicators sǐnaliň increase in social surplus. The 
central ̌overnment is ̋aciň the ̌rowth problem ő SMź’sĽ there̋ore ̌overnment 
authorities would like to make more ̋inanciň opportunities available ̋or ̋irms. 
One type ő this is ̌overnment subsidyĽ which is intended to have accountable 
e̋̋ect on economic development. The źuropean Union de̋ines ̌overnment 
subsidy as state ̋unds are ̌iven by state authorities to selected ̋irmsĽ which is 
used ̋or achieviň preľde̋ined economic development ̌oals and ̋inally increase 
social surplus. Domestically the emphasis ő economic development policies are 
on improviň the competitiveness ő Huňarian SMź’sĽ which mǐht be achieved 
i̋ the problems caused by the credit constraint is mitǐated and excess ̋unds ő 
̋inanciň is ̌ranted ̋or ̋irms.  
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4 Implications of moral hazard issues for economic 
development policies 

There are three main types ő ̌overnment subsidies: ̋irstĽ the nonľre̋undable cash 
trans̋ersĽ with the purpose ő increasiň employmentĽ investments and innovation. 
Żirms make e̋̋orts to achieve preľdi̋iened ̌oalsĽ i̋ succeeded the subsidy 
increases ̋irms’ wealth. SecondĽ several ̋orms ő tax bene̋itsĽ which are direct 
̋orms ő subsidies in a sense that ̋irms do not have to consider payiň public 
chařes. ThirdĽ the re̋undable cash trans̋ersĽ such as subsidized credit prǒramsĽ 
̌uarantees or capital trans̋ers. All ̋orms ő subsidies are similar makiň 
production expenses shrinkĽ which mǐht be the economic development e̋̋ect. 

There are several ways how ̌overnment subsidies can have no real positive e̋̋ect 
on social surplus within the lěal ̋rameworkĽ i.e. it is not our ̌oal to analyze how 
malevolent ̋irm owners intend to cheat. The real consequence ő moral hazard is 
that even i̋ ̋irms ̋ollow the law and execute projects as contracted with the 
authorities social surplus will not be increased. This is not the ̋ault ő ̋irm owners 
or the central ̌overnmentsĽ this is a loň term nonľequilibrium solution. Nonľ
equilibrium in that sense that increasiň the amount ő subsidy will not clear the 
marketĽ i.e. the social surplus will not be increased automatically.  

I̋ moral hazard can not be proven empirically without proper measurement 
methodolǒy ő social surplusĽ certain ̋orms ő appearance still can be detected. It 
is basic accountiň evidence that ̌overnment subsidy increases net sales ő ̋irms 
̋or the period ő the li̋etime ő the investmentĽ while prőitability mǐht not be 
e̋̋ected because ő the excess amortization. The total amount ő subsidy is 
accounted as net sales over the period ő the li̋etimeĽ ensuriň that excess 
amortization will equal the amount ő subsidy taken into consideration ̋or the 
period. The increase in net sales is a positive externality but the real e̋̋ect ő it is 
still ambǐuous.  

We mǐht conclude that the subsidy increases the wealth ő ̋irms ̌iviň room ̋or 
owners to redistribute ̋unds ̋or other activitiesĽ there̋ore subsidized SMź’s mǐht 
invest less ̋rom own sources but rather mǐht want to reinvest the subsidy. This is 
the same phenomenon what we could experience in case ő TARPγ SheňĽ  
(β016). 

It is  a consequence ő that SMź’s have hǐher expected rate on return ̋or own 
sources than ̋or the cheap ̌overnment money. I̋ subsidized SMź’s do not 
reinvest they increase their saviňsĽ in that way ̌overnment subsidies turn into 
excess ̋unds. Simply ̋irms develop projects because ő the existence ő cheap 

                                                           
γ  TARP stands ̋or Troubled Asset Relie̋ PrǒramĽ which is an initiative ő the central 

̌overnment in the USAĽ with the main purpose to mitǐate the něative consequences 
ő the toxic assets 
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̌overnment moneyĽ in the real li̋e ̋rom own sources or ̋rom commercial bankiň 
̋inanciň would never consider to invest. This mǐht be rěarded as the real 
economic development e̋̋ect ő the stateľaid policiesĽ however the rǐht 
incentives have to be employed to ensure that ̋irms select the projects with 
positive externalityĽ i.e. they increase social surplus. 

On the other hand i̋ ̋irms have commercial bank credits with less attractive 
conditions the ̋irst reasonable choice will be the repayment. There̋ore SMź’s 
without commercial bank ̋inanciň represent lower moral hazard than those with 
hǐh amount ő loans. Since any type ő commercial bankiň ̋inanciň is more 
expensive than the ̌overnment subsidyĽ it is an obvious choice ̋or ̋irms to 
consider redistribute ̋unds instead ő reinvestiň them. 

I̋ the state wants to decrease moral hazardĽ it decreases the port̋olio ő elǐible 
companies. Żirms compete ̋or stateľaid ̋undsĽ ̌overnment authorities should 
monitor the execution ő projects. Proper monitoriň procedures can only mitǐate 
moral hazardĽ since it is a hidden action. I̋ we want to ensure that ̋irms develop 
projects ̋or increasiň social surplusĽ there is the need to ̋ind e̋̋ective 
procedures. The basic challeňe is to theoretically establish the ̋ramework to 
measure the value ő the social surplus.   

SummariziňĽ we mǐht conclude that there are two di̋̋erent ̋orms ő moral 
hazard: the ̋irstľtype is when applyiň ̋or subsidy while knowiň that the social 
wel̋are will not be increasedĽ while the secondľtype is applyiň ̋or subsidy with 
the intent to re̋inance more expensive sources. 

The orǐinal purpose ő subsidiziň SMź’s was to increase competitiveness ő the 
sector while makiň ̋irms economically stroňer. But we see that ̋irms’ owners 
have di̋̋erent incentives than the authoritiesĽ they are more interested in 
increasiň private bene̋its rather than contributiň to achieve economic 
development ̌oals. Żindiň the proper incentives is the key issue ő all stateľaid 
policies.   

Theoretically moral hazard can be mitǐated by introduciň proper monitoriň 
procedures. The main problem is ̋indiň what to monitor i̋ we want to ensure the 
optimal increase in social surplus. This is the reason why ̋urther investǐation is 
needed to detect how can ̋irms’ economic activities boost social surplus.  

 

Conclusions 
żovernment authorities make excess ̋unds available ̋or ̋irms with constraint 
access to commercial bank credit lines in a ̋orm ő nonľre̋undable subsidies to 
achieve economic development ̌oals. Whithout ̋indiň the rǐht incentives to 
mitǐate moral hazard issues the orǐinal purpose ő stateľaid will not be met. 
Detectiň ̋orms ő moral hazard issues mǐht be the ̋irst contribution to 
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understand the real e̋̋ects ̌overnment subsidies. Żurther theoretical research is 
needed to analyze the real e̋̋ect ő stateľaid on social surplus. 
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Żinancial źconomics ř7.γ. 
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regulation.". Review ő Żinancial Studies β6.β. 
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