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Illiquid Banks, Financial Stability, and Interest Rate Policy
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Abstract

Banks finance illiquid assets with demandable deposits, which discipline bankers but expose them to
damaging runs. Authorities may not want to stand by and watch banks collapse. However, unconstrained
direct bailouts undermine the disciplinary role of deposits. Moreover, competition forces banks to promise
depositors more, increasing intervention and making the system worse off. By contrast, constrained central
bank intervention to lower rates maintains private discipline, while offsetting contractual rigidity. It may
still lead banks to make excessive liquidity promises. Anticipating this, central banks should raise rates in
normal times to offset distortions from reducing rates in adverse times.

c

& | THE UNIVERSITY OF CHICAGO PRESS JOURNALS

The University of Chicago Press Books

Chicago Distribution Center


https://www.journals.uchicago.edu/journal/jpe
https://www.journals.uchicago.edu/toc/jpe/2012/120/3
https://www.journals.uchicago.edu/doi/10.1086/666655
https://www.journals.uchicago.edu/doi/10.1086/667224
https://www.journals.uchicago.edu/doi/epdf/10.1086/666669
https://www.journals.uchicago.edu/doi/epdfplus/10.1086/666669
https://www.journals.uchicago.edu/doi/full/10.1086/666669
https://press.uchicago.edu/
http://www.press.uchicago.edu/cdc.html
https://www.journals.uchicago.edu/
https://subfill.uchicago.edu/JournalPubs/UCPSSO/SSOLogin.aspx?returnurl=https%3A%2F%2Fwww.journals.uchicago.edu%2Fdoi%2Fabs%2F10.1086%2F666669
https://www.journals.uchicago.edu/action/showCart?FlowID=1

The University of Chicago

Accessibility

Open access at Chicago

Permissions

Statement of Publication Ethics

Diversity and Inclusion at the University of Chicago
Contact us

Terms and Conditions

Privacy Notice

Media and advertising requests

0 X ¥

© 2025 The University of Chicago and other publishing
partners. All rights reserved, including rights for text and
data mining and training of artificial intelligence
technologies or similar technologies.



https://www.journals.uchicago.edu/open
https://www.journals.uchicago.edu/inst/perm-reprints
https://www.journals.uchicago.edu/publication-ethics-statement
https://diversityandinclusion.uchicago.edu/
https://www.journals.uchicago.edu/contact
https://www.journals.uchicago.edu/t-and-c
http://www.press.uchicago.edu/press/privacy.html
https://www.journals.uchicago.edu/advertising
https://www.facebook.com/UChicagoJournals
https://twitter.com/ChicagoJournals
https://bsky.app/profile/chicagojournals.bsky.social
https://www.uchicago.edu/
https://www.journals.uchicago.edu/accessibility

