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We examine how financial loans influence the cost functions of firms and market e
quilibrium, from the standpoint of industrial organization. In our model, a representative entrepreneur ch
ooses secured or unsecured loans. The interest rate of the former is relatively low because of its collate
ral, but it comes with a borrowing constraint. The latter has a high interest rate stemming from a risk pr
emium. Owing to the cost minimization by firms, these loan types affect the cost function of the entrepren
eur and the output of the market.

As the main results, in a short-run equilibrium, the existence of two thes of financial loans leads to a
discontinuous supply curve, and the possibility of non-existence of market equilibrium. If we assume a fr
ee-entry condition in the long-run, firms that choose unsecured loans and pay the risk premium cannot surv
ive due to the severe competition stemming from free entry. We obtain a unique equilibrium in which all en
trepreneurs choose secured loans.
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