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Figure 1. 

The time line

 
 
 
 
 
 
 
 
 
 
 
 
 
 
     

Date 1 Date 2 Date 0 

* Banks make liquidity decisions 
 

* Banks attract initial financing 
 (1 unit to invest in a long-term project; 
 liquid banks also L units for a buffer) 
 

* Bankers receive a perfect signal 
 of their date 2 asset value 
 

* Banks may be hit by a shock, 
and can use a precautionary buffer 
to cover resulting liquidity shortage 
 

* Banks that covered the shortage can 
switch to a moral hazard project 
 

* Banks that did not cover the shortage 
or switched to moral hazard start 
failing 
 

* If both banks are failing, the Central 
Bank bails out one of them randomly. 
This reverses imminent failure and can 
restore bankers' incentives 
 

* Banks that did not refinance fail with 
0 liquidation value. Banks that 
switched to moral hazard fail with 
bankers obtaining private benefits � 
 

* Surviving banks 
realize returns XH or 
XL, repay depositors 
and the Central Bank, 
and consume profit 
 



Figure 2. 

The game tree
 
 
 
 
 

 
 

Liquidity shock 

Fails 
 

Fails Negative capital, 
Fails 

High asset value 
XH 

Low asset value 
XL 

High asset value 
XH 

Illiquid bank Liquid bank 

Positive capital, 
Survives 

Return: 
XH (+L–L) 

Moral Hazard

Priv. Benefit
� 

Bailed Out

Rents 
� 

Liquidated 

Residual value
0 

Bailed Out

Rents 
�+(XH-XL)

Liquidated 

Residual value
0 

Bailed Out

Rents 
� 

Low asset value 
XL 

Note: Bail out happens when another bank fails as well.  
          It accrues to a given bank randomly with probability ½



Figure 3. 

Threshold values of banks’ liquidity choices
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Banks always liquid Banks always illiquid Self-fulfilling 
multiple equilibria 

Banks liquid in the first  best 
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