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In an e a r l i e r paper, Bryant and Wal lace [3] , monetary p o l i c y i n a wor ld 

o f reserve requirements and depos i t insurance i s d i s c u s s e d . However, i n tha t 

model depos i t insurance i s a d i s t o r t i o n and reserve requirements serve only to 

l i m i t the s i z e of t h i s d i s t o r t i o n . Th is paper presents a model i n which both 

depos i t insurance and reserves p lay a u s e f u l r o l e i n the economy. In the e a r l i e r 

paper there was no borrowing and l e n d i n g , but there was a r i s k y s torage 

technology. In t h i s paper, l a r g e l y to i nc rease the v a r i e t y of a v a i l a b l e models, 

there i s borrowing and lend ing ra ther than r i s k y storage of an a s s e t . 

To generate a model of u s e f u l depos i t i nsurance , i t i s f i r s t necessary 

to generate depos i t l i a b i l i t i e s backed by r i s k y a s s e t s . Once one has done s o , 

the p o s s i b i l i t y of some form of bank run immediately f o l l o w s . The model i s one 

of nonpr ice r a t i o n i n g . The i n e f f i c i e n c y o f nonpr ice r a t i o n i n g i s , then, an 

exp lana t ion fo r why depos i t i nsurance , which e l im ina tes the nonpr ice r a t i o n i n g , 

i s u s e f u l . However, nonpr ice r a t i o n i n g i s not i n h e r e n t l y i n e f f i c i e n t . In the 

model the nonpr ice r a t i o n i n g a r i s e s because o f an un insurab le r i s k and asymmetric 

i n fo rma t i on , which together generate a s i g n a l - e x t r a c t i o n problem fo r the banks. 

However, to make the nonpr ice r a t i o n i n g o f the bank run i n e f f i c i e n t , we f i n d i t 

necessary to i nc l ude an i l l i q u i d i t y cost o f the bank run . 

A l l t h i s i s made e x p l i c i t below. F i r s t we desc r ibe the model of 

borrowing and lend ing a lone , wi thout r e s e r v e s , r i s k y a s s e t s , or depos i t 

insurance . Then those a t t r i b u t e s are added i n o rde r . 

I. The Model of Borrowing and Lending 

The model i s a compl icated v e r s i o n o f Samuelson's [4] pure consump

t i o n - l o a n s model. There are two types of i n d i v i d u a l s , one and two. Time i s 

d i s c r e t e , and everyone l i v e s two p e r i o d s . There i s a continuum of each type of 

i n d i v i d u a l born each per iod indexed by z e [ 0 , 1 ] . The number o f type one 
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i n d i v i d u a l s i s N(z) = N fo r a l l ze[0,1] and o f type two i n d i v i d u a l s i s n(z) = n 

f o r a l l ze[0,1] where N and n are p o s i t i v e r e a l numbers w i th N > n. The i d e n t i c a l 

i n d i v i d u a l s of type one of any p a r t i c u l a r generat ion are endowed i n the aggregate 

w i th NK > 0 u n i t s o f the s i n g l e nonstorab le but t r a n s f e r a b l e consumption good i n 

t h e i r f i r s t per iod of l i f e but are endowed w i th noth ing i n t h e i r second per iod of 

l i f e . The i d e n t i c a l type two i n d i v i d u a l s of any p a r t i c u l a r genera t ion are 

endowed w i th noth ing i n t h e i r f i r s t per iod o f l i f e but are endowed i n the 

aggregate wi th nK > 0 u n i t s o f consumption goods i n t h e i r second per iod of l i f e . 

Th is setup i s in t roduced i n Wal lace [5] . 

There e x i s t s a quan t i t y of M d o l l a r s of f i a t money which the young of 

type one get i n exchange fo r goods. In a d d i t i o n , there e x i s t s a c o s t l y i n t e r 

mediat ion technology, whereby i n d i v i d u a l s of type one can trade goods today f o r 

goods tomorrow wi th i n d i v i d u a l s of type two. The process can be viewed as 

occu r r i ng as f o l l o w s . In exchange fo r d e p o s i t s , promises of d o l l a r s tomorrow, an 

in termediary gets d o l l a r s from young i n d i v i d u a l s o f type one. These d o l l a r s are 

then l en t to young i n d i v i d u a l s of type two fo r promises of d o l l a r s tomorrow. The 

young of type two then exchange these d o l l a r s f o r goods. For the sake o f 

s i m p l i c i t y , a very s imple and u n r e a l i s t i c i n te rmed ia t i on technology i s assumed. 

The i n te rmed ia t i on cost i s assumed to be p ropo r t i ona te , w i th constant o f 

p r o p o r t i o n a l i t y g , to the goods value of the d o l l a r s o f depos i t . 

In a d d i t i o n to money, there a l s o e x i s t government bonds. A government 

bond i s a d e f a u l t - f r e e promise by the government of a d o l l a r tomorrow. These 

government bonds cannot be he ld d i r e c t l y but must be in termedia ted through the 

c o s t l y i n te rmed ia t i on technology. For a defense of t h i s method of genera t ing 

i n t e r e s t on government debt, see Bryant and Wal lace [2] and [3] • The i n t e r e s t 

payments on bonds are paid fo r by a c o s t l e s s system of equal lump-sum taxes on 

the type one i n d i v i d u a l s i n t h e i r youth . 
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Once again f o r s i m p l i c i t y , we w i l l on ly cons ider s t a t i o n a r y monetary 

e q u i l i b r i a where the value of f i a t money i s constant through t ime. 

A. The I n d i v i d u a l ' s Problem 

The i n d i v i d u a l maximizes h i s u t i l i t y of f i r s t - and second-per iod 

consumption. Assume a common i n c r e a s i n g , s t r i c t l y concave u t i l i t y f u n c t i o n . Let 

c^(z) = c^ be the consumption i n i ^ per iod of l i f e of i n d i v i d u a l s z of type i . 

J J 

The u t i l i t y of an i n d i v i d u a l of type i i s uCc^c.)* Let M be the money ho ld ings 
2 

o f type one i n d i v i d u a l s , D be depos i ts he ld by type one i n d i v i d u a l s , M be the 

borrowings of type two i n d i v i d u a l s , r be the ra te of i n t e r e s t on l o a n s , s be the 

d o l l a r p r i c e of a bond, and P be the goods p r i c e of a d o l l a r . We have assumed a 

s ta t i ona ry e q u i l i b r i u m so these v a r i a b l e s are constant through t ime. Then: 
cl = K - PM 1 - PD - P (1 -s )B /N 

cl = PM 1 + PD 

(1) 
2 2 c} = PM 

c 2 , = K - (1+r)PM 2 . 

Note that we have assumed that the ra te of r e tu rn on depos i ts i s z e r o . As money 

i s held i n the p o r t f o l i o of type one i n d i v i d u a l s and depos i t s are a p e r f e c t 

s u b s t i t u t e f o r money, t h i s i s a necessary cond i t i on fo r a monetary e q u i l i b r i u m . 

B. In te rmed ia r ies 

We assume f ree entry i n t o i n te rmed ia t i on so that the p r o f i t s from t h i s 

a c t i v i t y are z e r o . Consider the i n te rmed ia r i es set up i n time t . The i r r e c e i p t s 

2 2 minus expendi tures i n time t are ND -{ gND+nM +sB}, and i n time t+1 are [l+r]nM 

1 2 s 

+ B - ND. S e t t i n g both terms equal to zero y i e l d s (1+r-y^)nM + 0 - y q ^ B = ° -

I t f o l l ows that fo r B, M 2 > 0 
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(2) J j j . l - g . . . 

Our simple l i n e a r in te rmed ia t ion technology y i e l d s a unique ra te of i n t e r e s t on 

bonds independent of the amount of bonds ou ts tand ing . S i m i l a r l y , the ra te o f 

re tu rn on loans i s un iquely determined w i th the borrower paying the i n te rmed ia 

t i o n c o s t . 

C. E q u i l i b r i u m Condi t ions 

Our f i r s t e q u i l i b r i u m cond i t i on i s that a l l goods are consumed or used 

1 1 2 2 up i n i n t e r m e d i a t i o n . Nc 1 + N c 2 + n c 1 + n c 2 + gNPD = (n+N)K. Th is can be 

r e w r i t t e n as 

( 3 ) P (1 -s )B + nrPM 2 = gNPD. 

This express ion i s noth ing but the c o n s t r a i n t that r e c e i p t s minus 

expendi tures of i n t e rmed ia r i es sum to z e r o . Our second e q u i l i b r i u m cond i t i on i s 

tha t a l l the money he ld between per iods i s he ld by type one i n d i v i d u a l s , o r : 

(4) NM1 = M. 

The l a s t e q u i l i b r i u m c o n d i t i o n i s j u s t tha t bonds be he ld by i n t e r m e d i a r i e s . 

S u b s t i t u t i n g (2) i n t o ( 3 ) , we conclude tha t D = B/N + N ( i " g ) ^ • F r o m 

(1) and (2) i t i s c l e a r that PM i s completely determined by u ( « ) , K, and g . Let 

Y = P N ^ n

g ^ M 2 , m = M/N, b = B /N. Then the f i r s t two express ions of (1) can be 

r e w r i t t e n as 

e] = K - Pm - P(1+g)b - Y 

( 5 ) 2 
c 2 = Pm + Pb + Y -

Le t us compare a l t e r n a t i v e s t a t i o n a r y e q u i l i b r i a wi th d i f f e r e n t p ro 

po r t i ons of money and bonds, but ho ld ing m+b cons tan t . These comparisons can be 
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viewed as ana l yz ing open market ope ra t i ons , as d iscussed i n Bryant and Wal lace 

[3] • I t i s c l e a r that i nc reases i n b only i nc rease the lump-sum cos ts to 

i n d i v i d u a l s of type one i n t h e i r f i r s t per iod of l i f e . I f both cur ren t and 

fu tu re consumption are s t r i c t l y n o n i n f e r i o r , i t f o l l ows that open market s a l e s 

are i n f l a t i o n a r y as i n Bryant and Wal lace [ 3 ] • 

I I . Reserves 

Now we turn to some simple mod i f i ca t i ons of the model that generate 

reserve ho ld ings o f i n t e r m e d i a r i e s . To do t h i s , we in t roduce a demand f o r 

l i q u i d i t y and a c o n s t r a i n t that bonds and loans be i l l i q u i d . 

Assume tha t type one i n d i v i d u a l s get t h e i r endowment at the beg inn ing 

of t h e i r f i r s t pe r iod of l i f e , but type two i n d i v i d u a l s get t h e i r endowment a t 

the end of t h e i r second per iod of l i f e . Government bonds a l s o pay o f f at the end 

o f the p e r i o d . A l l i n d i v i d u a l s are i n d i f f e r e n t to consuming a t the beginning or 

the end of the p e r i o d . However a percent o f the type one i n d i v i d u a l s d ie i n the 

middle of t h e i r second per iod of l i f e . For each i n d i v i d u a l there i s an indepen

dent drawing on whether he w i l l d ie e a r l y . These i n d i v i d u a l s f i n d out that they 

are go ing to d ie e a r l y some time a f t e r the f i r s t - p e r i o d markets c l o s e . However, 

there i s no way tha t the i n d i v i d u a l can demonstrate that he w i l l d ie e a r l y , so i t 

i s not an i nsu rab le r i s k . The i n d i v i d u a l who d i scove rs he w i l l d i e e a r l y has no 

use fo r h i s c la ims to end of second-per iod consumption i n the form o f i n t e r 

mediary d e p o s i t s . He needs to t rade , d i r e c t l y or i n d i r e c t l y , w i th the young of 

type one n e x t - p e r i o d . The reader should note tha t we are not s e r i o u s l y advancing 

premoni t ion of death as an exp lanat ion f o r an un insurab le demand fo r l i q u i d i t y . 

Ra ther , t h i s i s j u s t a dev ice f o r i n t r oduc ing such a demand to the model. 

Now we in t roduce the i l l i q u i d i t y cos t that generates r ese rves . Le t us 

suppose that t rad ing c la ims to nex t -pe r i od output on shor t no t i ce i s p r o h i b i 

t i v e l y c o s t l y , c o s t l y a t a ra te g rea te r than g . There fore , a d i r e c t t rade o f 

c la ims by " e a r l y d i e r s " to the other type one i n d i v i d u a l s o f the same genera t ion 
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f o r money, or to the next generat ion of type one i n d i v i d u a l s f o r goods, causes a 

s u b s t a n t i a l l oss to the " e a r l y d i e r s . " Indeed, the l o s s i s i n excess of the cos t 

to the in termediary o f s t o r i n g f i a t money. However, the e a r l y wi thdrawal of 

money i s c o s t l e s s , or at l e a s t much l e s s c o s t l y . 

Any in te rmed ia ry of p o s i t i v e mass i s p e r f e c t l y d i v e r s i f i e d aga ins t 

t h i s r i s k o f " e a r l y d i e r s , " e x a c t l y a percent of i t s depos i t s w i l l be he ld by 

people who d ie young. There fo re , the in termediary can ho ld a percent of i t s 

depos i t s as f i a t money and, w i th c e r t a i n t y , j us t meet the demands of the " e a r l y 

d i e r s . " Moreover, wh i le the " e a r l y d i e r s " are imposs ib le to i d e n t i f y , on ly they 

w i l l have motive to withdraw e a r l y . There fo re , a l l the in termediary need do to 

prov ide " i n s u r a n c e " f o r t h i s un insurab le event i s a l l ow depos i t s to be withdrawn 

a t any t ime. By p rov id i ng t h i s s e r v i c e , the in termediary reduces the r i s k s faced 

by i n d i v i d u a l s , and the re fo re , i t does so . 

Not i ce tha t in termediary l i a b i l i t i e s tak ing the form of demand 

depos i ts depends only upon the un insurab le r i s k , the demand fo r l i q u i d i t y . The 

i l l i q u i d i t y of bonds and loans i s in t roduced to generate currency r ese rves . 

I I I . Bank Runs and Depos i t Insurance 

Whi le the un insurab le r i s k in t roduced i n the p rev ious paragraph 

generates demand l i a b i l i t i e s , t h i s i s not s u f f i c i e n t to produce bank runs . To 

generate bank runs, we add r i s k y in termediary asse ts and asymmetric i n f o r m a t i o n . 

What i s c r u c i a l f o r the bank runs i s tha t the coex is tence of the un insurab le r i s k 

o f e a r l y death and the asymmetric in fo rmat ion on the r i s k y asse ts g i ve the 

in te rmed ia ry a s i g n a l - e x t r a c t i o n problem. 

Let us now assume that the endowment o f type two i n d i v i d u a l s i s r i s k y . 

There i s a sma l l p r o b a b i l i t y that a l l type two i n d i v i d u a l s of a p a r t i c u l a r 

genera t ion w i l l be endowed w i th l e s s than nK u n i t s o f the consumption good. 

Because t h i s l o s s occurs to everyone, there i s no ga in to d i v e r s i f i c a t i o n . 
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N a t u r a l l y , t h i s r i s k i n e s s i s r e f l e c t e d i n the loan r a t e , which now can exceed 

g / ( 1 - g ) , and i n the ra te on depos i t s , which now can exceed z e r o . Moreover, l e t 

us assume that some percentage g of type one i n d i v i d u a l s d i scover that t h i s bad 

outcome w i l l occur.—'' Th is knowledge i s randomly d i s t r i b u t e d over the popu la 

t i o n , i t appears j u s t before i n d i v i d u a l s d iscover whether they w i l l d ie young, 

and the knowledge cannot be v e r i f i e d . The res t of the popu la t ion lea rns of the 

outcome only when i t occu rs . The knowledgeable i n d i v i d u a l reac ts to the 

knowledge of a bad outcome by withdrawing h i s d e p o s i t s . This i s a bank r u n . The 

in termediary cannot d i s t i n g u i s h between " e a r l y d i e r s " and knowledgeable i n d i v i 

dua l s . I f i t cou ld pay f o r the in fo rmat ion on the l o a n s , the in termediary would, 

but an i n d i v i d u a l would always t e l l the in termediary tha t the loans are bad i n 

the hope they tu rn out to be s o . 

What does the in termediary do i n a bank run? Of course , once more than 

a percent o f depos i t s are withdrawn, the in termediary r e a l i z e s tha t a bank run i s 

on, and that i t s loans are bad. I t could s imply f reeze accounts , but t h i s would 

be a great hardship on the e a r l y d i e r s who would get noth ing f o r t h e i r depos i t s 

(o f course , the ra te pa id on depos i ts would compensate them, type two i n d i v i d u a l s 

a c t u a l l y bear the c o s t ) . I t could suspend c o n v e r t i b i l i t y i n t o cur rency , as has 

been done h i s t o r i c a l l y , or conver t to currency a t a much reduced ra te i f i t can 

t rade i t s asse ts f o r cur rency . This imposes a reduced, but s t i l l p o t e n t i a l l y 

s u b s t a n t i a l , cos t on the " e a r l y d i e r s . " 

What makes the bank run a poor a l l o c a t i o n scheme? Suppose, f o r the 

moment, tha t the loans and bonds do not s u f f e r from i l l i q u i d i t y , so that the 

" e a r l y d i e r s " are not hurt more than the o thers i n a bank r u n . I s the f i r s t come 

f i r s t serve a l l o c a t i o n of the bank run s t i l l i n e f f i c i e n t ? By the s t r u c t u r e o f 

the problem, a percent of the type one i n d i v i d u a l s cannot share the r i s k of type 

two endowments, which i s , i n some sense, i n e f f i c i e n t . However, as long as banks 
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can suspend f u l l c o n v e r t i b i l i t y when a percent of depos i t s are withdrawn, the 

asymmetric in fo rmat ion and depos i t l i a b i l i t y does not add to t h i s i r r e d u c i b l e 

c o s t . 

Now l e t us cons ider government insurance of d e p o s i t s . Unless the 

government can e x t r a c t the in fo rmat ion on the outcome to type two i n d i v i d u a l s i n 

a way that the p r i va te sec to r cannot, the government cannot get the a percent o f 

type one i n d i v i d u a l s to share the r i s k . However, the i n e f f i c i e n c y of f i r s t come 

f i r s t se rve , g iven the i l l i q u i d i t y of loans and bonds, does r a i s e the p o s s i b i l i t y 

o f insurance of d e p o s i t s . 

F i r s t , l e t us demonstrate that the p r i va te market may not be ab le to 

so lve the problem. F i r s t cons ider type one i n d i v i d u a l s . The only payof f to 

i n te rmed ia r i es that they can make i s t h e i r ho ld ings of money, but M can be an 

a r b i t r a r i l y smal l p ropor t i on of the d i f f e r e n c e between depos i t s and in termediary 

currency r ese rves . I f i n te rmed ia r i es cou ld keep a run s e c r e t , they could ho ld 

a+g percent reserves and so lve the i l l i q u i d i t y problem, but t h i s could be very 

c o s t l y and a l s o i nc reases r i s k . To cons ider insurance of i n t e rmed ia r i es by type 

two i n d i v i d u a l s , we must cons ider the repayment terms of the l o a n s . I f the loans 

requ i re a repayment which i s independent o f the r e a l i z e d endowment, then depos i t s 

are r i s k y only i f the borrowers are reduced to zero consumption i n t h e i r second 

per iod o f l i f e . In t h i s case they c l e a r l y can o f f e r no i nsu rance . Indeed, 

repayment schemes are l i k e l y to requ i re l e s s than l i q u i d a t i o n of the borrower i n 

the bad s t a t e , as the loan ra te can be s u b s t a n t i a l l y i nc reased by doing so . In 

other words, the i n te rmed ia r i es (and there fo re the type one i n d i v i d u a l s ) are 

l i k e l y to p a r t i a l l y insure the type two i n d i v i d u a l s ( through the repayment 

con t rac t ) aga ins t the bad outcome. 

What, then, about government insurance? The government has s e v e r a l 

dev ices i n the model not a v a i l a b l e to the p r i v a t e s e c t o r , which i t can use to 



i nsu re d e p o s i t s . In the f i r s t p l a c e , the government can insu re the r e a l va lue of 

depos i ts w i th a promise to tax the next generat ion of type one i n d i v i d u a l s i n the 

bad s t a t e . Th is cannot be done by the p r i va te sec to r because type two i n d i v i 

duals cannot share r i s k w i th type one i n d i v i d u a l s of the next genera t i on . Costs 

o f such s h o r t - t e r m con t rac ts have been assumed p r o h i b i t i v e . Moreover, even i f i t 

c o u l d , the market would not generate type two i n d i v i d u a l s and type one i n d i v i 

duals of the next generat ion bear ing the f u l l r i s k , as t h i s i s not op t ima l . Th i s 

r a i s e s the po in t that the government's r e l i a n c e on t h i s tax scheme alone i s not 

op t ima l . 

The government has s e v e r a l other dev ices that enable i t to meet the 

demands of a bank run . The government can s imply p r i n t money to meet any depos i t 

demand. I f bank runs do not become known to the p u b l i c , they w i l l s t i l l occur 

under t h i s scheme. This a l l o c a t i o n does have the disadvantage o f i n c r e a s i n g r i s k 

as a+B percent of the type one i n d i v i d u a l s get a sma l l l o s s i n depos i t v a l u e , as 

most of the r e s u l t i n g p r i c e r i s e w i l l occur only a f t e r the bad outcome i s 

r e a l i z e d . I f any bank run does become known to the p u b l i c , then there i s no Nash 

e q u i l i b r i u m . I f the informed s t a r t a bank r u n , the d o l l a r s they get w i l l be o f 

f u l l y reduced va lue , so there i s no re tu rn to making w i thdrawa ls . I f they do not 

s t a r t a bank run , then the deviant informed person would be ab le to withdraw h i s 

money a t f u l l v a l u e . However, as i n the f i r s t case the dev iant s u f f e r s no ga in or 

l o s s , but i n the second he rece i ves a g a i n , a bank run seems the most l i k e l y 

outcome. In any case, the " e a r l y d i e r s " w i l l not s u f f e r l o s s e s due to i l l i q u i d -

i t y i n t h i s depos i t insurance scheme. 

The value of such government insurance r e s t s on the suppos i t i on that i t 

i s cheaper f o r the government, upon occas ion , to p r i n t money than fo r i n t e r 

mediar ies to c o s t f u l l y s to re money every p e r i o d . Another insurance method that 

the government can f o l l o w i s to redeem bonds e a r l y when a run occu rs . Th is w i l l 
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a l l o w the in te rmed ia ry to meet the demands of the run i f the run does not become 

gene ra l l y known and enough bonds are ou ts tand ing . Th is may requ i re that M 1 = 0 

so that the only i n d i v i d u a l ho ld ing money are " e a r l y d i e r s . " I t a l s o w i l l not 

a l l ow the government to pay o f f on depos i t s when the bad outcome i s r e a l i z e d , 

j u s t to meet the run . Note, however, that the i n t e r e s t on government bonds 

r e f l e c t s the r e a l cost to the in termediary of ho ld ing them. The issuance of 

bonds amounts to the requirement that the in termediary ho ld a d d i t i o n a l r ese rves , 

w i th the taxpayer (type one i n d i v i d u a l s ) bear ing the cos t ra ther than type two 

i n d i v i d u a l s . 

Suppose the repayment terms to loans of i n te rmed ia r i es cannot be made 

s ta te dependent because, f o r example, o f con t rac t w r i t i n g or v e r i f i c a t i o n c o s t s . 

Then there are s e v e r a l measures that the government can make to ensure that loans 

are r e p a i d , and thereby avo id d e f a u l t on loans and, t h e r e f o r e , on d e p o s i t s . 

Suppose loans are nomina l ly denominated (as they a r e ) . Then any i n f l a t i o n a r y 

p o l i c y w i l l a i d the borrower i n making h i s payment. The government c o u l d , f o r 

example, i n i t i a t e or announce a p o l i c y of " h e l i c o p t e r " disbursements of money or 

use open market s a l e s to d r i ve up the p r i c e l e v e l when the bad outcome i s 

r e a l i z e d . The government can a l s o buy the in termediary asse ts a t face v a l u e , 

which amounts to p r i n t i n g money to meet depos i ts as d iscussed above. Th is i t has 

done h i s t o r i c a l l y . N a t u r a l l y , a l l these a c t i o n s induce complex r e d i s t r i b u t i o n s 

2 / 

of r i s k . -

One th ing i s c l e a r concern ing the government insurance of d e p o s i t s . 

Unless the government wants to be c o n t i n u a l l y s u b s i d i z i n g the i n t e r m e d i a r i e s , 

the government must impose a reserve requirement at a percent of d e p o s i t s . 

IV . The Stock Market 

The r o l e of the in termediary i s to make a market, so i t i s not 

s u r p r i s i n g that a model of i n t e rmed ia r i es should have i m p l i c a t i o n s f o r the stock 
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market. One problem that a n a l y s i s of the s tock market has met i n v o l v e s asym

met r i c i n fo rmat ion s e t s . Suppose p r i c e s r e f l e c t the best i n fo rmat ion he ld by 

market p a r t i c i p a n t s . Then there i s no t r ad i ng by the informed i n d i v i d u a l s as 

they have no ga ins to make by t r a d i n g . But then the market does not r e f l e c t t h e i r 

i n f o rma t i on , and there are ga ins to be made by t r a d i n g . But the ga ins d isappear 

on ly i f the p r i c e s r e f l e c t the best i n f o rma t i on . Our model prov ides an answer t o 

t h i s dilemma. Let us suppose that there i s an autonomous demand fo r l i q u i d i t y , 

f o r s e l l i n g s t o c k s . Then the informed i n d i v i d u a l s can be the f i r s t to s e l l to 

these demanders o f l i q u i d i t y or can o f f e r to buy before they do wi thout genera t 

ing p r i c e changes. Th is g ives informed i n d i v i d u a l s a p o s i t i v e re tu rn on t h e i r 

i n f o rma t i on . In our s imple model there i s a determinate demand fo r l i q u i d i t y , 

and only one p o s s i b l e outcome once i t i s exceeded. Presumably, i n the s tock 

market the in fe rence problem i s much more d i f f i c u l t as there i s a s t o c h a s t i c 

demand f o r l i q u i d i t y and innumerable p o s s i b l e s t a tes o f the wo r l d . 

Why, then, i s there not something analogous to reserves and depos i t 

insurance f o r the stock market? One answer i s tha t there are—they are c a l l e d 

banks. Banks are r e s t r i c t e d i n t h e i r asse ts because they are e x p l i c i t l y or 

i m p l i c i t l y i n s u r e d , and the government wants to r e s t r i c t the p o r t f o l i o s i t 

i n s u r e s . Moreover, i n d i v i d u a l s ' demands fo r l i q u i d i t y are not f o r the f u l l va lue 

o f t h e i r asse ts as i n t h i s model, but on ly f o r a par t of i t . There fo re , tha t 

i n d i v i d u a l s poo l r i s k only on a po r t i on of t h e i r p o r t f o l i o does not mat ter . 

Another answer i s that s tocks are f o r some reason l i q u i d enough a l r eady . The 

only cos t of our model that a p p l i e s i s the added r i s k from asymmetric in fo rma

t i o n , and that i s l i m i t e d by making t rades on i n s i d e i n fo rma t ion (which i s not 

randomly d i s t r i b u t e d ) i l l e g a l . Moreover, we do observe the government i n s u r i n g 

va r ious a s s e t s , u s u a l l y w i th the express purpose of making them more " l i q u i d . " 
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V. Concluding Comments 

There are s e v e r a l p r o p e r t i e s of depos i t insurance i n t h i s model which 

are worth s t r e s s i n g . In the f i r s t p l a c e , the depos i t insurance does not 

n e c e s s a r i l y keep a bank run from o c c u r r i n g . Secondly , the depos i t insurance may 

cause ra ther complex r e d i s t r i b u t i o n s o f r i s k . The r e a c t i o n of the p r i va te sec to r 

to the depos i t insurance i n f l uences and may p a r t i a l l y o f f s e t the r e d i s t r i b u t i v e 

e f f e c t s of the i nsu rance . In t h i s model, i t i s nonetheless p o s s i b l e f o r 

depos i t insurance to r e d i s t r i b u t e r i s k i n a way which i s not open to the p r i va te 

economy. However, the case f o r depos i t insurance seems to r e s t most ly on the 

cos t s of i l l i q u i d i t y and the s i g n a l - e x t r a c t i o n problem of the banks. E x a c t l y 

what the e f f e c t s o f depos i t insurance are depends upon how the government w i l l 

meet i t s i n s u r e r s ' ob l iga t ion—someth ing which has never been s p e l l e d out 

c l e a r l y . I f the government insurance i s backed by the p r i n t i n g p r e s s , depos i t 

insurance may be j u s t i f i e d i f i t i s cheaper f o r the government to o c c a s i o n a l l y 

p r i n t money than fo r i n te rmed ia r i es to con t inuous ly s to re i t as r e s e r v e s . 

L a s t l y , i n t h i s model, the f unc t i on of bonds i n the p o r t f o l i o of banks i s to have 

lenders take over the burden of reserves from borrowers. Open market opera t ions 

c o n s i s t of t u rn ing the "bond rese rve " i n t o a c t u a l reserve or the reverse as 

needed, tha t i s , p rov id i ng an " e l a s t i c cu r rency" as the Federa l Reserve was 

mandated to do. 
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Footnotes 

— A c t u a l l y they need only o c c a s i o n a l l y get i n fo rmat ion that the bad 
outcome i s more l i k e l y than i n the average " y e a r . " 

2 / 
— As the model s tands, the government need not engage i n any such 

a c t i v i t i e s . To avo id the l i q u i d i t y cos ts induced by bank runs , the government 
cou ld insure depos i t s on ly f o r a per iod and a h a l f . Th is does not , however, seem 
u s e f u l i n t e r p r e t a t i o n o f the model. In p r a c t i c e , the government cannot 
d i s t i n g u i s h between any of the people who make w i thdrawa ls . 


