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This article develops a model which shows that bank deposit for deposits above the insured amount.) It is good that decontracts can provide allocations superior to those of exchange regulation will leave banking more competitive, but policymarkets, offering an explanation of how banks subject to runsmakers must ensure that banks will not be left vulnerable
can attract deposits. Investors face privately observed risks to runs.
which lead to a demand for liquidity. Traditional demand de- Through careful description and analysis, Friedman and
posit contracts which provide liquidity have multiple equilibria, Schwartz (1963) provide substantial insight into the propone of which is a bank run. Bank runs in the model cause real erties of past bank runs in the United States. Existing theeconomic damage, rather than simply reflecting other problems. oretical analysis has neglected to explain why bank conContracts which can prevent runs are studied, and the analysis tracts are less stable than other types of financial contracts
shows that there are circumstances when government provision or to investigate the strategic decisions that depositors
face. The model we present has an explicit economic role
of deposit insurance can produce superior contracts.

for banks to perform: the transformation of illiquid claims
Bank runs are a common feature of the extreme crises that (bank assets) into liquid claims (demand deposits). The
have played a prominent role in monetary history. During analyses of Patinkin (1965, chap. 5), Tobin (1965), and
a bank run, depositors rush to withdraw their deposits be- Niehans (1978) provide insights into characterizing the
cause they expect the bank to fail. In fact, the sudden withdrawals can force the bank to liquidate many of its assets
at a loss and to fail. During a panic with many bank failarticle is reprinted, with permission, from the Journal of Political Econom
ures, there is a disruption of the monetary system and a re- (1983,*This
vol. 91, no. 3, pp. 401-19). © 1983 by The University of Chicago. All rights
reserved. The article was edited for publication in the Federal Reserve Bank of Minduction in production.
Quarterly Review. The authors are grateful for helpful comments from Milt
Institutions in place since the Great Depression have neapolis
Harris, Burt Malkiel, Mike Mussa, Art Raviv, and seminar participants at Chicago,
successfully prevented bank runs in the United States since Northwestern, Stanford, and Yale.
fWhen this article was originally published, Diamond was Assistant Professor of
the 1930s. Nonetheless, current deregulation and the dire Finance,
Graduate School of Business, University of Chicago and Dybvig was Assisfinancial condition of savings and loan associations make tant Professor
of Finance, School of Organization and Management, Yale University.
bank runs and institutions to prevent them a current policy
'The aborted runs on Hartford Federal Savings and Loan (Hartford, Conn., February 1982) and on Abilene National Bank (Abilene, Texas, July 1982) are two recent
issue, as shown by recent aborted runs.1 (Internationally, examples.
The large amounts of uninsured deposits in the recently failed Penn Square
Eurodollar deposits tend to be uninsured and are therefore Bank (Oklahoma
July 1982) and that failure's repercussions are another symptom
subject to runs, and this is true in the United States as well of banks' current City,
problems.
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liquidity of assets. This article gives the first explicit analysis of the demand for liquidity and the transformation
service provided by banks. Uninsured demand deposit contracts are able to provide liquidity, but leave banks vulnerable to runs. This vulnerability occurs because there are
multiple equilibria with differing levels of confidence.
Our model demonstrates three important points. First,
banks issuing demand deposits can improve on a competitive market by providing better risk-sharing among
people who need to consume at different random times.
Second, the demand deposit contract providing this improvement has an undesirable equilibrium (a bank run) in
which all depositors panic and withdraw immediately, including even those who would prefer to leave their deposits in if they were not concerned about the bank failing.
Third, bank runs cause real economic problems because
even healthy banks can fail, causing the recall of loans
and the termination of productive investment. In addition,
our model provides a suitable framework for analysis of
the devices traditionally used to stop or prevent bank runs,
namely, suspension of convertibility and demand deposit
insurance (which works similarly to a central bank serving
as lender of last resort).
The illiquidity of assets enters our model through the
economy's riskless production activity. The technology
provides low levels of output per unit of input if operated
for a single period, but high levels of output if operated for
two periods. The analysis would be the same if the asset
were illiquid because of selling costs: one receives a low
return if unexpectedly forced to liquidate early. In fact, this
illiquidity is a property of thefinancial assets in the economy in our model, even though they are traded in competitive markets with no transaction costs. Agents will be concerned about the cost of being forced into early liquidation
of these assets and will write contracts which reflect this
cost. Investors face private risks which are not directly insurable because they are not publicly verifiable. Under optimal risk-sharing, this private risk implies that agents have
different time patterns of return in different private information states and that agents want to allocate wealth unequally across private information states. Because only the
agent ever observes the private information state, it is impossible to write insurance contracts in which the payoff
depends directly on private information without an explicit
mechanism for information flow. Therefore, simple competitive markets cannot provide this liquidity insurance.
Banks are able to transform illiquid assets by offering
liabilities with a different, smoother pattern of returns over

time than the illiquid assets offer. These contracts have
multiple equilibria. If confidence is maintained, there can
be efficient risk-sharing, because in that equilibrium a
withdrawal will indicate that a depositor should withdraw
under optimal risk-sharing. If agents panic, there is a bank
run and incentives are distorted. In that equilibrium, everyone rushes in to withdraw their deposits before the bank
gives out all of its assets. The bank must liquidate all its
assets, even if not all depositors withdraw, because liquidated assets are sold at a loss.
Illiquidity of assets provides the rationale both for the
existence of banks and for their vulnerability to runs. An
important property of our model of banks and bank runs
is that runs are costly and reduce social welfare by interrupting production (when loans are called) and by destroying optimal risk-sharing among depositors. Runs in
many banks would cause economywide economic problems. This is consistent with the Friedman and Schwartz
(1963) observation of large costs imposed on the U.S.
economy by the bank runs in the 1930s, although Friedman and Schwartz assert that the real damage from bank
runs occurred through the money supply.
Another contrast with our view of how bank runs do
economic damage is discussed by Fisher (1911, p. 64) and
Bryant (1980). In this view, a run occurs because the
bank's assets, which are liquid but risky, no longer cover
the nominallyfixed liability (demand deposits), so depositors withdraw quickly to cut their losses. The real losses
are indirect, through the loss of collateral caused by falling
prices. In contrast, a bank run in our model is caused by a
shift in expectations, which could depend on almost anything, consistent with the apparently irrational observed behavior of people running on banks.
We analyze bank contracts that can prevent runs and
examine their optimality. We show that there is a feasible
contract that allows banks both to prevent runs and to provide optimal risk-sharing by converting illiquid assets. The
contract corresponds to suspension of convertibility of deposits (to currency), a weapon banks have historically used
against runs. Under other conditions, the best contract that
banks can offer (roughly, the suspension-of-convertibility
contract) does not achieve optimal risk-sharing. However,
in this more general case, there is a contract which achieves
the unconstrained optimum when government deposit insurance is available. Deposit insurance is shown to be able
to rule out runs without reducing the ability of banks to
transform assets. What is crucial is that deposit insurance
frees the asset liquidation policy from strict dependence on
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