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The source of banks’ magic ability to create money is that their liabilities are accepted as a means
of payment. This is a great privilege. How do banks acquire this privilege? In this lecture we will
learn that a price they pay is that their business is a precarious one: in principle, a bank can be in a
liquidity crisis at any moment of time. We will also learn how a good-bank/bad-bank policy can
help banks trapped in liquidity crises.

Reading list:
e Diamond, D. and P. Dybvig (1983), “Bank Runs, Deposit Insurance, and Liquidity,”
Journal of Political Economy, 91(3), 401-419.

e Morrison, Alan and Tianxi Wang (2019), “Negotiable deposit claims, liquidity crises, and
"bad bank" policies,” mimeo.

Lecture 5: Monetary Policy

Question 5 stated above.

In this lecture we will learn how and when the quantity of fiat money matters for the economic
efficiency. Hence, when the central bank opens its printing machine and changes this quantity, this
change can have a long run effect on banks’ operation and thereby on the economic performance.
We will learn that the effect for different types of banks can be in opposite directions.

Reading list:

e Wang, Tianxi (2019), “A Theory of Money Based on Bank Liquidity,” mimeo.



