
Accepted Manuscript

Bank Risk Within and Across Equilibria

Itai Agur

PII: S0378-4266(14)00173-3

DOI: http://dx.doi.org/10.1016/j.jbankfin.2014.05.012

Reference: JBF 4457

To appear in: Journal of Banking & Finance

Received Date: 5 October 2012

Accepted Date: 7 May 2014

Please cite this article as: Agur, I., Bank Risk Within and Across Equilibria, Journal of Banking & Finance (2014),

doi: http://dx.doi.org/10.1016/j.jbankfin.2014.05.012

This is a PDF file of an unedited manuscript that has been accepted for publication. As a service to our customers

we are providing this early version of the manuscript. The manuscript will undergo copyediting, typesetting, and

review of the resulting proof before it is published in its final form. Please note that during the production process

errors may be discovered which could affect the content, and all legal disclaimers that apply to the journal pertain.

http://dx.doi.org/10.1016/j.jbankfin.2014.05.012
http://dx.doi.org/http://dx.doi.org/10.1016/j.jbankfin.2014.05.012


  

Bank Risk Within and Across Equilibria

Itai Agur∗

May 27, 2014

Abstract

The global financial crisis highlighted that the financial system can be most vul-

nerable when it seems most stable. This paper models non-linear dynamics in banking.

Small shocks can lead from an equilibrium with few bank defaults straight to a full freeze.

The mechanism is based on amplification between adverse selection on banks’ funding

market and moral hazard in bank monitoring. Our results imply trade-offs between reg-

ulators’ microprudential desire to shield individual weak banks and the macroprudential

consequences of doing so. Moreover, limiting bank reliance on wholesale funding always

reduces systemic risk, but limiting the correlation between bank portfolios does not.
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