
𝐹Promised 
payment
at t = 2

1
𝑧

0

𝐹!"#!

𝐹$%&

45°

Cash flow
at t = 2Default 𝑧 < 𝐹!"# Repayment of 𝐹!"#

Default 𝑧 < 𝐹$%&$ Repayment 
of 𝐹$%&$

With 
frictions 1 + 𝑖$%&$

𝐹

qBorrowing
at t = 1

1/2

1/4

1 + 𝑖!"#

Without 
frictions

𝑞′

Bankruptcy
cost

1

1/2


