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Course Information

Instructor: Fernando Mendo. Email: fmendolopez@gmail.com.
Teaching Assistant: Flavio Perez Rojo. Email: flavio.perez@pucp.edu.pe.
Classes: Tuesdays, Thursdays 11am-12.40pm. Location: Room F200/F202, PUC Rio.

Course Description

This half-semester course offers a rigorous exploration of the mechanisms through which
financial systems become vulnerable to crises, focusing on how instability can emerge en-
dogenously from rational behavior in the presence of liquidity risk, incomplete markets, and
fragile intermediation structures. Students will study how liquidity provision through finan-
cial institutions can break down under stress, leading to phenomena such as bank runs, fire
sales, and the propagation of shocks through interconnected balance sheets.

Topics include the classic Diamond-Dybvig model of liquidity insurance and its extensions,
the propagation of shocks through interbank markets, and the consequences of incomplete
markets for asset price dynamics. The course then turns to credit-fueled bubbles and their
collapse, and ends this part with a study of contagion—how localized shocks can become
systemic through balance sheet interdependence and strategic coordination failures.

Evaluation

Problem sets will constitute 85-90% of the final grade, with the remaining 10-15% based on
class participation.

Textbooks

Main textbook

[AG] Franklin Allen and Douglas Gale, Understanding Financial Crises, Oxford Univer-
sity Press, 2009.
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Additional (advanced) textbooks

Jean Tirole, Illiquid Markets: Theory and Policy, Princeton University Press, 2010.

Bengt Holmström and Jean Tirole, Inside and Outside Liquidity, The MIT Press, 2011.

Course Outline

1. Intermediaries and Bank Runs

(a) Panic runs. Baseline banking model with idiosyncratic liquidity risk and no ag-
gregate uncertainty. (i) autarky, (ii) asset market outcome, (iii) first-best outcome,
(iv) banking solution: good equilibrium, unexpected panic bank runs, banks and
asset markets, sunspots and expected panic bank runs.

References: AG Ch.3, Diamond and Dybvig (1983); Goldstein and Pauzner (2005);
Caballero and Krishnamurthy (2008); Postlewaite and Vives (1987); Rochet and
Vives (2004); Morris and Shin (1998).

(b) Fundamental Runs. Framework with aggregate uncertainty in aggregate produc-
tivity. Panic runs are ruled out; (expected) fundamental runs may still occur in low
productivity states.

References: AG Ch.3, Bryant (1980); Allen and Gale (1998); Chari and Jagannathan
(1988); Gorton (1988); Jacklin and Bhattacharya (1988).

2. Asset Markets and Price Volatility. Framework with aggregate uncertainty in liquid-
ity needs and no intermediaries. Cash-in-the-market pricing: small shifts in liquidity
demand can trigger large asset price fluctuations. Extension with two agent types and
entry decision: full- and limited-participation equilibria, and multiplicity analysis.

References: AG Ch.4, Allen and Gale (1994).

3. Intermediaries and asset markets.

(a) Positive analysis. Framework with aggregate risk in overall liquidity needs and
exclusive bank participation in asset markets. We begin with: (i) a fundamental
equilibrium without aggregate risk; (ii) an asymmetric equilibrium (safe vs. risky
banks) under aggregate uncertainty; and (iii) an asymmetric sunspot equilibrium
without aggregate fundamental risk. We then introduce idiosyncratic liquidity
shocks to banks, prompting interbank trade at market-clearing prices. The mod-
ule concludes with an equilibrium where only safe banks enter and bankruptcy is
avoided.

References: AG Ch.5, Allen and Gale (1998, 2000b); Bernanke and Gertler (1989a);
Calomiris and Gorton (1991); Kiyotaki and Moore (1997).
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(b) Normative analysis. Framework with two regions facing perfectly correlated liq-
uidity shocks—i.e., no aggregate uncertainty about liquidity needs. We examine:
(i) the first-best allocation, (ii) outcomes under local financial intermediation, (iii)
intermediation with complete financial markets, (iv) intermediation with incom-
plete financial markets, and (v) incomplete contracts (under aggregate uncertainty
in productivity), optimal default, and constrained efficiency.

References: AG Ch.6, Allen and Gale (2004).

4. Bubbles and financial crises. (if time permits)

References: AG Ch.9, Allen and Gale (1998); Gorton (1988); Allen and Gale (2000a);
Brunnermeier and Oehmke (2013).

5. Contagion. (if time permits)

References: AG Ch.10, Allen and Gale (2000b); Rochet and Tirole (1996); Upper and
Worms (2004).
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