
Federal Reserve Bank 
FEDERAL RESERVE of Minneapolis 
BANK OF ATLANTA 

RECEIVE 3 

'96 FIBB 7 PH 1 2B 
RESEARCH LIBRAE 

Winter 1996 

Narrow Banking Meets 
the Diamond-Dybvig Model (p. 3) 
Neil Wallace 

Time to Plan 
and Aggregate Fluctuations (p.14) 

Lawrence J. Christiano 
Richard M. Todd 

1995 Contents (p. 28) 

1995 Staff Reports (p. 29) 



Federal Reserve Bank of Minneapolis 

Quarterly Review vol a20 no. 1 
ISSN 0271-5287 

This publication primarily presents economic research aimed 
at improving policymaking by the Federal Reserve System and 
other governmental authorities. 

Any views expressed herein are those of the authors and 
not necessarily those of the Federal Reserve Bank of Minneapolis 
or the Federal Reserve System. 

Editor: Arthur J. Rolnick 
Associate Editors: S. Rao Aiyagari, Edward J. Green, 

Preston J. Miller, Warren E. Weber 
Economic Advisory Board: V. V. Chari, Thomas J. Holmes, 

Ellen R. McGrattan, Thomas J. Sargent 
Managing Editor: Kathleen S. Rolfe 

Article Editors: Robert Moluf, Kathleen S. Rolfe 
Designer: Phil Swenson 

Associate Designer: Lucinda Gardner 
Typesetter: Jody Fahland 

Technical Assistants: Daniel M. Chin, Shawn Hewitt, Maureen O'Connor 
Circulation Assistant: Cheryl Vukelich 

The Quarterly Review is published by the Research Department 
of the Federal Reserve Bank of Minneapolis. Subscriptions are 
available free of charge. 

Quarterly Review articles that are reprints or revisions of papers 
published elsewhere may not be reprinted without the written 
permission of the original publisher. All other Quarterly Review 
articles may be reprinted without charge. If you reprint an article, 
please fully credit the source—the Minneapolis Federal Reserve 
Bank as well as the Quarterly Review—and include with the 
reprint a version of the standard Federal Reserve disclaimer 
(italicized above). Also, please send one copy of any publication 
that includes a reprint to the Minneapolis Fed Research 
Department. 

A list of past Quarterly Review articles and some electronic files 
of them are available through the Minneapolis Fed's home page 
on the World Wide Web: http://woodrow.mpls.frb.fed.us. 

Comments and questions about the Quarterly Review may be 
sent to 

Quarterly Review 
Research Department 
Federal Reserve Bank of Minneapolis 
P.O. Box 291 
Minneapolis, Minnesota 55480-0291 
(612-340-2341 / FAX 612-340-2366). 

Subscription requests may also be sent to the circulation 
assistant at clv@res.mpls.frb.fed.us; editorial comments and 
questions, to the managing editor at ksr@res.mpls.frb.fed.us. 

http://woodrow.mpls.frb.fed.us
mailto:clv@res.mpls.frb.fed.us
mailto:ksr@res.mpls.frb.fed.us


Federal Reserve Bank of Minneapolis 
Quarterly Review Winter 1996 

Narrow Banking Meets the Diamond-Dybvig Model 

Neil Wallace 
Adviser 
Research Department 
Federal Reserve Bank of Minneapolis 
and Barnett Banks Professor of Money and Banking 
University of Miami 

The current version of the 100 percent-reserve banking 
proposal, called the narrow banking proposal, begins with 
an observation: The magnitude of safe short-term assets 
outside the banking system exceeds the magnitude of 
banks' demand deposit liabilities. Therefore, say the pro-
ponents of narrow banking, why not avoid the problems 
of an illiquid banking system portfolio—such as the threat 
of bank runs and the accompanying need for deposit in-
surance, regulation, and bailouts—by forcing a rearrange-
ment of asset holdings in the economy? Why not require 
that demand deposits be backed entirely by safe short-term 
assets? This is the narrow banking proposal.1 However, 
this proposal both begins and ends with the same observa-
tion. That is, there is no theory or model of banking from 
which the proposal emerges. In particular, no model is of-
fered which is consistent with the pervasiveness of illiquid 
banking systems and which also implies that the narrow 
banking proposal is desirable. This is a serious omission, 
for two reasons: the supposed problem that the narrow 
banking proposal is intended to solve would not exist if the 
banking system were not illiquid, and an explanation in the 
form of a theory or model of illiquid banking systems is 
likely to suggest that benefits accompany such systems. 

Models do exist, built on Diamond and Dybvig 1983, 
that are consistent with illiquid banking. These models of-
fer a plausible explanation of the role played by an illiquid 
banking system; the explanation suggests that some bene-
fits accompany banking system illiquidity. Although the 

original version of the model seems ill-suited to address 
the narrow banking proposal because, in that version, the 
banking system holds all the assets in the economy, sim-
ple extensions of the model may be made that are consis-
tent with assets being held outside the banking system. It 
is presumably such extensions that Diamond and Dybvig 
have in mind in their critical discussions of the narrow 
banking proposal. (See Diamond and Dybvig 1986 and 
Dybvig 1993.) Diamond and Dybvig say that the proposal 
makes sense only if the safe short-term assets outside the 
banking system in the actual economy represent excess 
liquidity, a fact which they doubt. Therefore, Diamond and 
Dybvig suggest, implementation of the narrow banking 
proposal would have undesirable consequences. 

My purpose here is simply to make Diamond and 
Dybvig's argument explicit. I set out a version of the Dia-
mond-Dybvig model and point out what the model im-
plies about the narrow banking proposal. My version of 
the model supports their position: there can be large 
amounts of safe short-term assets outside the banking sys-
tem, but narrow banking is undesirable. It is undesirable 

1 As might be expected, there are many versions of the narrow banking proposal. 
For a discussion of some of them, see Greenbaum and Thakor 1995 (chaps. 10 and 11 
and, in particular, pp. 572-73) and Phillips 1995. There are also long-standing precur-
sors of the current proposal. In the Wealth of Nations, Adam Smith (1789, bk. 2, chap. 
2) urged bankers to match the maturity structures of their assets and liabilities. For a 
discussion of the 100 percent-reserve requirement proposal, see Friedman 1959. 
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relative to something that bears some resemblance to our 
current banking system and undesirable relative to some-
thing resembling, if anything, a banking system with a 
large amount of liabilities subordinate to its demand de-
posit liabilities. 

Of course, for a variety of reasons, advocates of the nar-
row banking proposal may be skeptical of this version of 
the Diamond-Dybvig model and, therefore, skeptical of its 
implications for their proposal. As with any banking mod-
el, this one does not capture some features of actual bank-
ing systems. Such skepticism, though, is hardly a persua-
sive argument for the narrow banking proposal. Any pro-
posal for a major change in policy should be supported by 
a coherent view of the phenomenon under consideration. 
In this case, the phenomenon is illiquid banking. Such a 
view should imply that the policy is desirable, and such a 
proposal should argue that its view of the phenomenon 
should be accepted. The advocates of narrow banking have 
not even begun this process of argumentation. Not only 
have advocates of narrow banking not made a case, but 
some of them seem unaware that a plausible model of il-
liquid banking systems does not lend support to their pro-
posal.2 

Preliminaries 
Before examining the model, I will review a few basic 
concepts. The term illiquid banking system refers to a 
property of a consolidated balance sheet. The consolida-
tion is over banks and may also include the central bank, 
the government, and even those in debt to banks. The il-
liquidity property of this balance sheet means that not all 
banking system obligations can be met if all holders of 
those obligations simultaneously claim what they have 
been promised. More generally, if the obligations are de-
posits that give the owners of the deposits the right to de-
cide when to withdraw, then the banking system is illiquid 
if there is some possible pattern of withdrawals that can-
not be accommodated. The most typical example of such 
a system is a fractional reserve banking system under a 
commodity standard such as the gold standard. Such a 
banking system has demand liabilities that exceed its re-
serves (in the form of the commodity standard).3 

Banking system illiquidity seems to open the door to 
potential difficulties, and history is rife with instances of 
what are variously called bank panics or bank runs, which 
are generally viewed as realizations of the potential diffi-
culties (Friedman and Schwartz 1963). Are these realiza-
tions inevitable? Can they be avoided, and at what cost? 

The narrow banking proposal says, Let's eliminate the po-
tential difficulties by eliminating illiquid banks. That may 
be a good idea, or it may be silly—as silly as a proposal to 
reduce automobile accidents by limiting automobile speeds 
to zero. Here I will appraise the narrow banking proposal 
using a model. 

Why use a model? The alternatives are to look at histo-
ry or to try an experiment using the narrow banking pro-
posal. As far as history is concerned, even if narrow bank-
ing had been in effect in the past, without a model we 
would not even know what to look for to judge narrow 
banking's success or failure. The same difficulty arises 
when we consider an experiment. Moreover, experiment-
ing on the actual economy may be very costly, particular-
ly if narrow banking is not, in fact, a good idea. Using a 
model amounts to experimenting on an analog of the actu-
al economy. Such experimentation is much cheaper, main-
ly because it avoids the risks of experimenting on the ac-
tual economy. 

A Version of the Diamond-Dybvig Model 
We want a plausible model that explains illiquid banking 
and lets us judge how people will be affected by various 
rules imposed on the banking system. Such a model is set 
out here.4 The model has three main ingredients, each of 
which, as will be explained below, is plausible: 

• Individual uncertainty about desired time profiles of 
consumption, including the assumption (referred to as 
private information uncertainty) that realizations of 
this uncertainty are known to the person, but not to 
others. 

• Investment technologies that offer a trade-off between 
those with good short-term returns and those with 
good long-term returns. 

• Isolation of people from each other in a way that, 
among other things, forces the banking system to deal 
with depositors on a first-come, first-served basis. 

2For example, neither Litan 1987 nor Phillips 1995 cites Diamond and Dybvig 
1983 or, for that matter, any model of illiquid banking. 

3Measuring illiquidity simply by examining reserves and liabilities of the banking 
system may, however, be misleading. If a central bank is committed to aid banks, then 
illiquidity should be judged by consolidating over both banks and the central bank. 
Also, if bank assets include loans they can call in, then it makes sense to consolidate 
over both the banks and those in debt to them. If the debtors can pay their obligations 
in a form that satisfies the holders of bank liabilities, then the system is less illiquid 
than would be indicated by not consolidating over them. 

4AS will be made clear as I proceed, nothing about the model set out here is new. 
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