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FIGURE 1 

The timeline

Date 1 Date 2 Date 0 

* Banks attract initial funds 

* Banks divide funds between 
investment in the profitable project, 
the precautionary liquidity buffer, 
and the investment in transparency; 

* A bank faces a random withdrawal 
of a part of initial funding 

* There is a noisy public signal on 
bank’s solvency 

* A bank attempts refinancing (or can 
use a liquidity buffer) 

* Insolvent banks, or those unable to 
serve withdrawals, fail at 0 liquidation 
value. 

* Project returns realize 

* Successful banks repay 
debts and consume 
profits. 



FIGURE 2 

Information structure at the Intermediate date

Fundamentals Solvent, 1–s Insolvent, s

Information
at date 1 

Positive signal, known solvent Negative signal,
pooled together 

Outcome
1–s–q

Able to refinance 

q

Solvent,
but unable 
to refinance 

s

Insolvent



FIGURE 3 

Bank returns, for states at date 1, depending on ex-ante hedging decisions

EX-ANTE
HEDGING
DECISIONS 

BANK

probability q
UNKNOWN SOLVENT =>

LIQUIDITY SHOCK 
probability s

INSOLVENT 
probability 1-s-q

KNOWN SOLVENT 

probability 1-l
HIGH LIQUIDITY NEED 

(withdrawals 1) 

probability l
LOW LIQUIDITY NEED 

(withdrawals L<1) 

NO HEDGE Survives, returns X Fails, returns 0 Fails, returns 0 Fails, returns 0

LIQUID Survives, returns X-C Survives, returns X-C Fails, returns 0 Fails, returns 0
(can refinance 
small shocks) 

TRANSPARENT Survives, returns X-C Survives w/p t,  returns X-C Survives w/p t,  returns X-C Fails, returns 0
(can refinance any  Fails w/p 1-t,  returns 0 Fails w/p 1-t,  returns 0
shoks w.p. t)

BOTH Survives, returns X-2C Survives, returns X-2C Survives w/p t,  returns X-2C Fails, returns 0
   Fails w/p 1-t,  returns 0
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