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Abstract

This paper considers the stability of financial systems. We study a model where banks provide liq-
uidity insurance and interact on asset markets. Coordination failures among depositors can cause
simultaneous bank runs and asset market crashes. With their portfolio decisions, banks choose
whether to be vulnerable to bank runs. Depositors choose where to make their deposits know-
ing the portfolio decisions of banks. In equilibrium both the share of banks that are vulnerable
to bank runs and the volatility of asset prices are endogenous. There can be multiple equilibria
and even indeterminacy. Fundamentals can be compatible with stable financial systems where no
bank is vulnerable to bank runs and asset prices are stable as well as with weak financial systems
where some banks or even all banks are vulnerable to bank runs and asset prices are volatile. We
compare different financial systems with respect to their real economic implications.
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