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Non-Technical Summary 

 
Financial arrangements based on liquid liabilities and illiquid assets can be prone to 

panic-based runs. Adverse shocks to fundamentals often precede runs. Once a 

spiralling liquidity crisis is in place, even solvent institutions may fail. A disruption of 

the efficient allocation of savings into investment then ensues. Runs are not 

necessarily a thing of the past, as illustrated by a run on the Abacus Federal Savings 

Bank in the United States (April 2003) and the recent financial market turmoil 

triggered by the crisis in the sub-prime mortgage market. 

The mechanisms behind panic-based runs are well-known since Diamond and 

Dybvig (1983). They show that bank deposits can provide insurance against privately 

observed liquidity shocks. However, the provision of liquidity insurance comes at the 

risk of losses due to a panic-based bank run. The reason is that if all depositors at once 

demand their withdrawals, the bank will not be able to serve all of them and will fail. 

In the short run, there is a mismatch between banks' assets, which are illiquid, and 

banks' liabilities, which are liquid.  

This classic model is based on a bank in which the consumer deposits all of his 

assets in exchange for a bank demand deposit contract. This raises the question: 

Would it be better to expand the banking contract to a banking-financial contract in 

which a fraction of deposits can be invested in an asset market portfolio? I argue that 

market portfolio investment can act as an insurance in the event of a run.  

I find that banks have more flexibility in their decisions about investments and 

deposit returns in an economy with an asset market. This is for two reasons. First, 

banks can adjust their portfolio in the interim period by trading in the asset market. 

Second, depositors who lose their bank deposits in the event of a run are insured 

through their market investment. This has the following implications for the 

performance and stability of the run-prone banking sector. 

Banks choose to provide a higher degree of liquidity insurance when 

compared to the economy with banks alone for small run probabilities. They fully 

specialize into liquidity provision, which constitutes their comparative advantage. 

Also, banks economize on liquid asset holdings. 
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The stability of banks in the economy with an asset market is determined by 

two forces. Insurance against runs provided by the market investment reduces 

consumers' incentives to run. Increased provision of liquidity insurance by banks has 

the opposite effect. I derive conditions under which the latter effect dominates and the 

probability of a run is higher than with banks alone. Thus, there is a tradeoff between 

diversification and the risk of runs. 

Despite higher instability under the banking-financial contract, diversification 

using both bank deposits and market investments is welfare-improving when 

consumers are sufficiently risk-averse. A key to implementing this welfare-improving 

contract as an equilibrium in an economy with banks and asset markets is to ensure 

that consumers use bank withdrawals to satisfy their liquidity needs and not for 

trading purposes. I discuss various implementation mechanisms.  
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