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POPULAR SCIENCE BACKGROUND

The laureates explained the central role of banks in
financial crises

The Great Depression of the 1930s paralysed the world’s economies for many years and had vast
societal consequences. However, we have managed subsequent financial crises better thanks to
research insights from this year’s laureates in the Economic Sciences, Ben Bernanke, Douglas
Diamond and Philip Dybvig. They have demonstrated the importance of preventing widespread
bank collapses.

We all have some sort of relationship to banks. Our regular income is placed in a bank account and
we use the bank’s means of payment, such as mobile banking apps or bank cards, when we shop at a
supermarket or pay a restaurant bill. At some time in our lives, many of us will need to take a large
bank loan, for example to buy a house or apartment. The same applies to businesses — they need to
be able to make and receive payments and to finance their investments. In most cases, these services
are also provided via a bank.

We take for granted that these services function as they should, perhaps with the exception of brief
technical problems. Sometimes, however, all or parts of the banking system fail and a financial crisis
arises. Important banks collapse, borrowing becomes more expensive or impossible, prices plunge
for property and other assets. If this progression is not stopped, the entire economy can enter a
downward spiral of rapidly increasing unemployment and bankruptcies. Some of the biggest eco-
nomic collapses in history have been financial crises.

Important questions about banks

If banking collapses can cause so much damage, could we manage without banks? Must banks be so
unstable and, if so, why? How can society improve the stability of the banking system? Why do the
consequences of a banking crisis last so long? And, if banks fail, why can’t new ones immediately be
established so the economy quickly gets back on its feet? In the early 1980s, this year’s laureates, Ben
Bernanke, Douglas Diamond and Philip Dybvig laid the scientific foundation for modern research
into these issues in three articles.

Diamond and Dybvig developed theoretical models that explain why banks exist, how their role in
society makes them vulnerable to rumours about their impending collapse, and how society can
lessen this vulnerability. These insights form the foundation of modern bank regulation.

Through statistical analysis and historical source research, Bernanke demonstrated how failing
banks played a decisive role in the global depression of the 1930s, the worst economic crisis in
modern history. The collapse of the banking system explains why the downturn was not only deep,
but also long-lasting.

Bernanke’s research shows that bank crises can potentially have catastrophic consequences. This
insight illustrates the importance of well-functioning bank regulation, and was also the reasoning
behind crucial elements of economic policy during the financial crisis of 2008-2009. At this time,



Bernanke was head of the US central bank, the Federal Reserve, and was able to put knowledge
from research into policy. Later, when the pandemic hit in 2020, significant measures were taken to
avoid a global financial crisis. The laureates’ insights have played an important role in ensuring these
latter crises did not develop into new depressions with devastating consequences for society.

i/— A rumour that more depositors are about to withdraw their money
\} than the bank can cope with can become a self-fulfilling prophecy.
In the worst case, a bank run can lead to the bank collapsing.

Bank crises led to depression

The work for which Bernanke is now being recognised is formulated in an article from 1983, which
analyses the Great Depression of the 1930s. Between January 1930 and March 1933, US industrial
production fell by 46 per cent and unemployment rose to 25 per cent. The crisis spread like wild-
fire, resulting in a deep economic downturn in much of the world. In Great Britain, unemployment
increased to 25 per cent and to 29 per cent in Australia. In Germany, industrial production almost
halved and more than one third of the workforce was out of work. In Chile, national income fell by
33 per cent between 1929 and 1932. Everywhere, banks collapsed, people were forced to leave their
homes and widespread starvation occurred even in relatively rich countries. The world’s economies
slowly began to recover only towards the middle of the decade.

Before Bernanke published his article, the conventional wisdom among experts was that the depres-
sion could have been prevented if the US central bank had printed more money. Bernanke also
shared the opinion that a shortage of money probably contributed to the downturn, but believed
this mechanism could not explain why the crisis was so deep and protracted. Instead, Bernanke
showed that its main cause was the decline in the banking system’s ability to channel savings into
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productive investments. Using a combination of historical sources and statistical methods, his analy-
sis showed which factors were important in the drop in GDP, gross domestic product. He found that
factors that were directly linked to failing banks accounted for the lion’s share of the downturn.

The depression began with a fairly normal recession in 1929 but, in 1930, it developed into a bank-
ing crisis. The number of banks halved in three years, in many cases due to bank runs. These happen
when people who have deposited money in a bank become worried about the bank’s survival, and so
rush to withdraw their savings. If enough people do this simultaneously, the bank’s reserves cannot
cover all the withdrawals and it will be forced to conduct a fire sale of assets at potentially huge
losses. Ultimately, this may drive the bank into bankruptcy.

The fear of more bank runs led to falling deposits in the remaining banks, and many banks were
afraid to grant new loans. Instead, deposits were invested in assets that could be sold quickly in case
depositors suddenly wanted to withdraw their money. These problems with obtaining bank loans
made it difficult for businesses to finance their investments, as well as huge financial hardship for
farmers and ordinary households. The result was the worst global recession in modern history.

Prior to Bernanke’s study, the general perception was that the banking crisis was a consequence of
a declining economy, rather than a cause of it. Instead, Bernanke established that bank collapses
were decisive for the recession developing into deep and prolonged depression. Once a bank goes
bankrupt, the relationship between the bank and its borrowers is cut; this relationship contains
knowledge capital that is necessary for the bank to manage its lending efficiently. The bank knows
its borrowers, it has detailed information about what borrowers have used the money for and what
requirements are needed to ensure the loan will be repaid. Building up such knowledge capital takes
a long while, and it cannot simply be transferred to other lenders when a bank fails. Repairing a
failed banking system can therefore take many years, during which time the economy functions
very poorly. Bernanke demonstrated that the economy did not start to recover until the state finally
implemented powerful measures to prevent additional bank panics.

Why are banks necessary?

To understand why a banking crisis can have such enormous consequences for society, we need to
know what banks actually do: they receive money from people making deposits and channel it to
borrowers. This financial intermediation is far from a simple mechanical transfer, because there are
fundamental conflicts between the needs of savers and investors. Someone who takes out a loan to
finance a home or a long-term investment must know that the lender will not suddenly demand
their money back. On the other hand, a saver wants to have at least some of their savings instantly
available for unexpected outlays.

Society must somehow resolve these conflicts. If companies or households can be forced to repay
their loans at any time, long-term investments become impossible. This would have devastating
consequences. The economy cannot function without a financial system that creates enough read-
ily accessible and secure means of payment. Imagine what would happen if you had to pay for your
supermarket purchases with a claim on part of your house every time you went shopping.
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Diamond and Dybvig’s model

Douglas Diamond and Philip Dybvig showed that the problems we have described can best be solved
by institutions that are constructed exactly like banks. In an article from 1983, Diamond and Dybvig
develop a theoretical model that explains how banks create liquidity for savers, while borrowers can
access long-term financing. Despite this model being relatively simple, it captures the central mecha-
nisms of banking — why it works, but also how the system is inherently vulnerable and thus needs
regulation.

The model in the article is based upon households saving some of their income, as well as needing to
be able to withdraw their money when they wish. No one knows in advance whether and when the
need for money will arise, but this does not happen at the same time for every household. Mean-
while, there are investment projects that need financing. These projects are profitable in the long-
term, but if they are terminated early, the returns will be very low.

In an economy without banks, the households must make direct investments in these projects.
Houscholds that need money at short notice will be forced to terminate the projects early, and will
consequently experience very poor returns, with only a small amount of money available for con-
sumption. On the other hand, households that do not need to terminate projects early will enjoy
good returns and higher consumption. In such a situation, households will demand a solution that
allows them to instantly access their money without this leading to very low returns. Because this
solution will be valuable, they will be prepared to accept somewhat lower long-term returns.

In their article, Diamond and Dybvig explain how banks naturally arise as intermediaries and
provide this solution. The bank offers accounts where households can deposit their money. It then
lends the money to long-term projects. Depositors can withdraw their money when they want,
without losing as much as if they had made a direct investment but terminated the project early.
These higher returns are financed by houscholds that save for longer thus giving up some long-term
returns, compared to if they had made a direct investment in the project.

Banks create money

Diamond and Dybvig show that this process is how banks create liquidity. The money in the deposi-
tors’ accounts is a liability for the bank, while the bank’s assets consist of loans to long-term pro-
jects. The bank’s assets have a long maturity, because it promises borrowers that they will not need
to pay back their loans early. On the other hand, the bank’s liabilities have a short maturity; deposi-
tors can access their money whenever they want. The bank is an intermediary that transforms assets
with long maturity into bank accounts with short maturity. This is usually called maturity transfor-
mation.

Savers can use their deposit accounts for direct payments. The bank has thus created money, not
from thin air but from the long-term investment projects to which it has lent money. Banks are
sometimes criticised for creating money, but here we see that this is precisely why they exist.

Vulnerable to rumours

It is easy to see that maturity transformation is valuable to society, but the laureates also demon-
strate that the banks’ business model is vulnerable. A rumour may start, saying that more savers
than the bank can cope with are about to withdraw their money. Regardless of whether this rumour
is true, it can send depositors rushing to the bank to withdraw their money in case the bank goes
bankrupt. A bank run ensues. In an attempt to pay all its depositors, the bank is forced to recover its
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loans early, leading to long-term investment projects being terminated prematurely and assets being
sold in fire sales. The resulting losses may cause the bank to collapse. The mechanism that Bernanke
showed was the trigger for the depression in the 1930s is thus a direct consequence of banks’ inherent
vulnerability.

The bank functions as an intermediary that
channels deposits with short maturity to

long-term investments.
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Diamond and Dybvig also present a solution to the problem of bank vulnerability, in the form of
deposit insurance from the government. When depositors know that the state has guaranteed their
money, they no longer need to rush to the bank as soon as rumours start about a bank run. This
stops a bank run before it starts. The existence of a deposit insurance therefore entails, in theory,
that it never needs to be used. This explains why most countries have now implemented these
schemes.

Banks monitor borrowers...

In an article from 1984, Diamond analyses the conditions necessary for banks to take on another
important task, namely monitoring borrowers to ensure they honour their commitments.

In reality, most investments are risky. Returns depend on factors such as general uncertainty and on
how well the borrower has done their job. A borrower could try to avoid paying their debts by claim-
ing that an investment failed due to bad luck. To prevent this, going bankrupt needs to be costly for
borrowers. However, even borrowers who have done their jobs well and not wasted any money can
sometimes go bankrupt, which creates unnecessary costs to society.

In his article, Diamond assumes that the bank can monitor borrowers at a certain cost. The bank
makes an initial credit evaluation and then follows how the investment is progressing. Thanks to
this, many bankruptcies can be avoided and societal costs are reduced. Without the bank as an inter-
mediary, this type of monitoring would be too difficult or overly costly. All the individuals who have
directly or indirectly invested in a project can hardly be expected to monitor that their money has
been well managed. Instead, this monitoring is delegated to the bank.
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...but who monitors the banks?

However, one difficulty remains. If the bank is monitoring the borrowers — who is monitoring the
banks? In practice, we cannot rely on each depositor knowing whether the bank is doing its job
properly. One of the conclusions in Diamond’s article is that the way in which banks are organised
means they do not need to be monitored by the depositors.

If the bank cuts corners on monitoring borrowers, it risks large losses on its loans. The bank would

thus be unable to repay what it promised its depositors and collapse. Therefore, it is in the bank’s
own interest to moni-
tor its borrowers without
the depositors needing to

' ' = g - monitor the bank.
) [

Loanloss Even if the bank performs

i

its monitoring duties well,
it will incur losses on
some of its loans. How-
ever, the risk that a major
bank will collapse due to
this is small, as long as the
bank manages its lending

A bank will always incur activities in a responsible

losses on a few of its loans.
But as long as the bank
lends responsibly, the
losses across all loans will
be small and predictable.

manner. This is because

a bank grants loans to a
large number of borrow-
ers. Even if a few borrow-

ers default on their loans,

the losses across all loans
will be small and predict-
able. Not putting all their
eggs in the same basket
reduces the average risk in
the bank’s loans portfolio. Thanks to the bank acting as an intermediary, the costs are reduced for
bankruptcy and monitoring borrowers. This benefits society as a whole.

Diamond’s model explains how the existence of banks leads to a reduction in the cost of transferring
savings to productive investments, known as the cost of credit intermediation. This cost reduction
allows a larger number of societally valuable investment projects to be financed. If many banks

fail at the same time, such as during the depression of the 1930s, the cost of credit intermediation
increases so dramatically that much of the economy stops functioning. Monitoring requires know-
ledge that dissipates when a bank fails, and this knowledge takes time to recreate; the consequences
of bank failures are therefore not only extremely negative, but also long term.

Laid the foundation of modern bank regulation

The work for which Bernanke, Dybvig and Diamond are now being recognised has been crucial to
subsequent research that has enhanced our understanding of banks, bank regulation, banking crises
and how financial crises should be managed. Diamond and Dybvig’s theoretical insights about the
importance of banks and their inherent vulnerability provide the foundation for modern bank regula-
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tion, that aims to create a stable financial system. Along with Bernanke’s analyses of financial crises,
we also better understand why regulation sometimes fails, the enormous scale of the consequences
and what countries can do to suppress an impending banking crisis, such as the start of the recent
pandemic.

New financial intermediaries which, like banks, earned money on maturity transformation emerged
outside the regulated banking sector in the early 2000s. Runs on these shadow banks were central

to the serious financial crisis of 2008-2009. Diamond and Dybvig’s theories work equally well for
analysing such events even though, in practice, regulation cannot always keep up with the rapidly
changing nature of the financial system.

Research cannot provide final answers for how the financial system should be regulated. Deposit
insurance does not always work as intended; it may encourage banks to engage in risky specula-
tion where the taxpayers will foot the bill when it goes badly. The need to save the banking system
during crises can also lead to unacceptable profits for the banks’ owners and employees. Other types
of rules about bank capital and ones that limit the amount of borrowing in the economy may thus
be necessary. The advantages and disadvantages of such rules must be analysed, and how well they
work may change over time.

How the financial markets should be regulated to fulfil their function - channelling savings to
productive investments without causing recurring crises — is a question that researchers and politi-
cians continue to wrestle with. The research being rewarded this year, and the work that builds upon
it, makes society much better equipped to take on this challenge. This reduces the risk of financial
crises developing into long-term depressions with severe consequences for society, which is of the
greatest benefit to us all.
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FURTHER READING

Additional information on this year's prizes, including a scientific background in English, is available on the
website of the Royal Swedish Academy of Sciences, www.kva.se, and at www.nobelprize.org, where you can
watch video from the press conferences, the Nobel Lectures and more. Information on exhibitions and activities
related to the Nobel Prizes and the Prize in Economic Sciences is available at www.nobelprizemuseum.se.

The Royal Swedish Academy of Sciences has decided to award the Sveriges
Riksbank Prize in Economic Sciences in Memory of Alfred Nobel 2022 to

BEN S. BERNANKE DOUGLAS W. DIAMOND PHILIP H. DYBVIG
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PhD 1979 from Massachusetts University, New Haven, CT, USA. University, New Haven, CT, USA.
Institute of Technology, Cambridge, Merton H. Miller Distinguished Service  Boatmen’s Bancshares Professor of
USA. Distinguished Senior Fellow, Professor of Finance, University of Banking and Finance, Washington
Economic Studies, The Brookings Chicago, Booth School of Business, University in St. Louis, Olin Business
Institution, Washington DC, USA. IL, USA. School, MO, USA.

“for research on banks and financial crises”
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