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Abstract: 

If the bank’s financial condition is ambiguous (exposed to Knightian uncertainty), relationship 

borrowers may exaggerate their subjective perceptions of adverse future outcomes that would interrupt 

the future supply of credit, inducing customers to run to competitors. Banks mitigate this costly loss in 

bank franchise value by creating costly liquidity as a credible signal that the bank has ample resources. 

The relation between liquidity provision and ambiguity (volatility) is positive (negative). Ambiguity-

linked liquidity provision is related to reduced withdrawals by uninsured depositors. Bank customers’ 

ambiguity and precautionary cash holdings decline when their relationship banks create liquidity. Bank 

insiders provide more liquidity when their stock options are out-of-the-money, and sell (buy) shares 

when the bank’s ambiguity (volatility) is high. 
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