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The period preceding the Great Recession was characterized by the rise of the originate-and-distribute model of banking. Growth in the distribution of mortgages and the drop in underwriting standards was accompanied by an unprecedented rise in the global pool of uninformed capital. We investigate the effects of this rise on the incentives to originate quality assets in
a model where uninformed savers compete for distributed assets with informed
investors, who are able to discriminate between high and low quality assets.
By purchasing higher quality assets at a higher price informed investors
provide incentives to originate such assets. But informed investors have
limited capital, and therefore can only provide limited origination
incentives. Their financial constraint can be relaxed through leverage.
Informed investors can purchase more high quality assets by borrowing from
uninformed savers. As the pool of uninformed capital rises and the
equilibrium return on investment falls, the cost of borrowing for informed
investors also falls so that they can borrow more. It is therefore unclear a
priori how incentives to originate are affected by the rise in uninformed
capital. Our main result is that origination incentives are a non-monotonic
function of the size of uninformed capital: for low levels of uninformed
capital there are low incentives to originate; for an intermediate level
there are high incentives to originate; and, as uninformed capital rises
beyond this level, origination incentives fall.
