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When the value of a firm’s assets V' follows a geometric Brownian motion, the value of a perpetual debt contract as a

function F'(V; k) solves Kummer’s differential equation with a boundary condition depending on the firm’s bankruptcy

threshold x. We model a lending relationship in which covenants to the loan contract permit the bank to choose the

bankruptcy threshold. The bank’s optimal choice of k solves a first order condition involving a ratio of contiguous

Kummer functions. This implies that the Turdn-type inequality for the Kummer function &(«, 8,2) = > 7 ((%))"ZT arises

naturally in studying the comparative statics of the model:
®(a,a+b,x)>> Pla+1,a+b,2)P(a—1,a+b,1)

for all nonzero x € R and a,b > 0. (Received August 13, 2008)



