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INTRODUCTION

» There are many definitions of liquidity.

1. A liquid asset is one that can be sold quickly at its
“fundamental value” = assets not subject to fire sales.

2. Economic agents demand liquidity (i.e., liquid assets) if
the timing of their income is uncertain = liquid assets
aid in smoothing consumption.

» Difficult to promise future income in trade for consumption today.

1. Moral hazard and/or adverse selection makes promises of
future payouts impossible = the principal-agent problem.

2. Or can their beliefs about the future expected change?
=> Not a change in risk aversion, but changes in expectations
predict changes in the demand for liquid assets.

» The demand for liquid assets suggests that prices of these securities
will be higher (or lower yields) than less liquid assets = the liquidity
premium, which is also known as the “risk-free rate puzzle.”

JIM NASON (FINANCIAL FRICTIONS, PART II)
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A MODEL OF LIQUIDITY SHOCKS

> A three period economy, t = 0, 1, 2, consisting of households and
a 1-period risk-free liquid asset, and a risky 2-period asset.

» Households, who are risk averse, consume at date 1 or date 2, but

1. their endowment is received at date t = 0

2. as one unit of the consumption good.

3. With probability A, households consume at date t = 1
and with probability 1 — A they consume at date t = 2
= E{V(C1, ()} =AU () + (1-2)UC).

4. At date 0, households know A, but not their type.

» The risk-free asset is a technology that returns a unit of the
consumption good tomorrow for every unit invested today.

» The long-dated asset is a technology that for every unit of the
consumption good invested at date t returns 1 + R, R > 0,
at date t+2.

JiM NASON (FINANCIAL FRICTIONS, PART II) FINANCIAL FRIC
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LIQUIDITY PREFERENCE

» Households view the realization of the timing of their consumption
demand as a liquidity shock = a shock to preferences that change
the relative price of marginal utility.

» The tension is between households aiming to maximize the return
on their portfolio and minimize risk.

1. Let A = 1, households consume at t = 1 = demand
for liquidity is large.

2. Given A = 0, there is no demand for liquidity because
households consume at t = 2.

3. When A € (0, 1), the trade-off between return and
risk aversion drives the demand for liquidity.

JIM NASON (FINANCIAL FRICTIONS, P.
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LIQUIDITY PREFERENCE, PORTFOLIO CHOICE, AND AUTARKY

> Suppose that at t = 0 a household splits its one unit of consumption
good endowment between the short and long assets.

1. 0 € (0, 1) is put into the short asset = C; = 0, and
2. 1 — 0 goes to the long asset = C» = 0 + (1 — 0)(1 +R).

> Since C; < C2, AU (C1) + (1 — A)U (Cy) is lower compared with
E[V(AG + (1-2)C) ]

» Household sets 8 = 1 to lower risk, but also lowers expected utility.

> A household solves Maxy [Au(e) +(1- 2\)’(1(9 +(1-9)(1 +R))].

1. FONC: AU’ (0) — (1 - A)RU (0 + (1 - 0)(1 +R)) = 0.
A(1+R) .

2. LetU(C):lnCﬁG:T,foree(O, 1), li/\ <R.
cl-o—1
3. What is impact of U (C) = o onf, 0<a?

JiM NASON (FINANCIAL FRICTIONS, PART II) FINANCIAL FRIC
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LIQUIDITY PREFERENCE, PORTFOLIO CHOICE, AND FINANCIAL INTERMEDIATION

> Suppose there are a countable infinite number of households each taking an
address £ on the unit interval.

> If the households band together to form a financial intermediary,

1. it takes their endowments as deposits, and
2. invests in the short- and long-term assets.

> A social planning-FI exploits a law of large numbers.

1. Withdrawals are AC; and (1 — A)C> on average at dates 1 and 2.
2. The short- and long-term technologies constrain the FI to offer

0 -0 )
C = T and C2 = ﬁ(l + R) to depositors.
. 0 1-0
> This planner solves Maxg [2\’(1 (X) +(1-A)U (ﬁ(l + R))].

1. FONC: U’ (Cl) =(1+R)U (Cz) = early and late consumers
share risk up to the wedge 1 + R = C; < C».
2. Let U(C) =InC = 6 = A or complete risk sharing is efficient.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR!
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OPTIMAL AND EFFICIENT PORTFOLIO CHOICES

» Complete risk sharing is not efficient under non-logarithmic utility.

» The FI commits to returns that satisfy the average household.

1. An early consuming household wants C; = A~! > 1 and less C>.
1+R
2. A late consumer desires Co = 1 J: 3
3. Given risk averse households, the FI will offer deposit contracts
with date 1 and 2 payoffs somewhere in between
1+R
_ -1 _
C1=(0,A7"] and C; = (o, )

4. = Tangency of intertemporal budget constraint and the highest
indifference curve of the FL

> 1 + R and less at date 1.

5. The FI aggregates the utility functions of the early and late consuming
households with A and 1 — A serving as the Negishi weights.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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OPTIMALITY, EFFICIENCY, AND THE DIAMOND-DYBVIG MODEL

> Note that a FI can promise Cp € (0, 1 + R], but C2 = 1 + R if and only
C1 € (0, 1] = (1 < (7 is incentive efficient.

»> Thus, add the constraint C; < 1 to a FI's optimization problem.

> AFI's problem is Max, [Au(cl) +(1-A)U (Hii] (1- )\Cl))],
s.t. C1 < 1.

> The FON/optimality condition is ’U'(Cl) - % =(1+R)U (Cz), where

& is the Lagrange multiplieron C; <1 = & > 0if C; = 1.

> When C; =1, C2 =1 + R = efficient and first best solution.

> If (1 <1, U (C1) = (1+R)U(C2) = C1 < C2, which is optimal and
satisfies incentive constraint (i.e., incentive efficient) = first best
solution but there are many of these allocations.

> In either case, households have no reason to run the FIs.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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FINANCIAL FRICTIONS, DIVERSIFICATION, AND INCOMPLETE MARKETS

» The previous examples, Williamson (JPE, 1987), and BGG

1. solve the maturity mismatch problem by exploiting
2. versions of the law of large numbers that allow FIs

to diversify their portfolios and insure depositors.
3. The maturity mismatch is the financial friction.

> There are several reasons to be skeptical about this approach
to financial markets in macro models.

1. There are no markets selling AD securities at t = 0
that payoff at t = 1, 2, 3, ... = markets are incomplete.
2. FIs lack unlimited resources = markets are incomplete.
3. Insurance is costly for FIs to provide when markets are
incomplete = the supply of insurance is limited.
4. In an incomplete market, the price of insurance differs
from its actuarially fair, complete market setting
= Z is drive by risk aversion of buyers and sellers.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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LIQUIDITY SHOCKS AND FIS

» This suggests another definition of liquidity = liquid assets have
prices that are insensitive to changes in supply.

> Suppose that owners of the long asset can dump itatalossatt =1

1. At liquidation in t = 1, the long asset returns R < 1.
2. The loss on the long asset is R — R per unit invested.

» Assume FIs invest X in the short asset and X» in the long asset
att = 0, where X; + Xo = 1.

1. When faced with depositors experiencing an unexpected

liquidity shock at t = 1, FIs are forced to liquidate some
of their holdings of the long asset = X; + RX» < 1.

2. FE{C1} > X; + RX>, Fls fail.

JIM NASON (FINANCIAL FRICTIONS, PART II)




LIQUIDITY PREFERENCE, ASSET PRICES, & BANK RUNS ALLEN AND GALE (
FINANCIAL FRAGILITY A ]‘I()Vl\ll)l TY, AND COLLATERAL

COLLA’ , L1Q y r PRICES IN DSGE

RISK, LEVE E, AND ASSET PRICES IN A DSGE MODEL

LiQuiDITY SHOCKS AND REE RUNS ON FIS

> Do households anticipate a FI holding their deposits will default?

1. When households expect other households to withdraw deposits,
the rational response is to withdraw as well.

2. = “Runs” on FIs are a rational expectations equilibrium (REE).
3. Another REE has households not queuing to withdraw deposits.

4. When depositors suffer liquidity shocks, multiple equilibria
can result from FIs solving a maturity mismatch problem.

5. Still, the implicit assumption is that households believe FIs
lack the resources to satisfy the demand of depositors at once.

»> The bank runs-REE can be eliminated

1. by suspending convertibility prior to A depositors claiming their
funds from a FI = date 2 consumers expect the FI will have
resources to pay their claims and do not run the FI,

2. or with regulations that allow FIs to pay only a fraction of their
deposits after a FI sees A households withdraw = fractional-backing
of deposits.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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THE SEQUENTIAL SERVICE CONSTRAINT AND BANK RUNS

> Suppose a FI does not know A or is unaware when it is being run?
= a household’s liquidity shock is private information.

» These ideas are implicit in the notion of the “sequential service
constraint” of Diamond and Dybvig (JPE, 1983).

1. A sequential service constraint = households form
a queue to withdraw deposits from a FL

2. The FI returns deposits to households first come
first serve until it exhausts its assets.

> Suspending convertibility does not prevent households from
believing in runs because the FI fails to realize it is being run.

»> Draw A from a distribution with observed moments, but regulators
do not know whether to invoke fraction-backing of deposits or not.

»> Depositors continue to expect runs can occur.

JiM NASON (FINANCIAL FRICTIONS, P,
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A DIAMOND-DYBVIG MODEL: THE EQUILIBRIUM CONCEPT

> Allen and Gale (chapter 3.6) develop a Diamond and Dybvig (JPE,
1983) model of bank runs.

» The liquidity preference of households is still private information.

1. For a SP-FI, truth telling by households is necessary to obtain an
incentive compatible allocation that is also first best.

2. Incentive compatibility & C; < (>, given preferences and technology
= date 2 households consume only at t = 2.

3. A SP-FI facing C; < Cp produces an incentive efficient allocation.
4. If C; < Cp, the allocation is first best.

» These ideas inform our study of the Diamond and Dybvig model,
but we depart from the original by employing a Nash equilibrium.
1. Att = 0, a household’s best policy rule is conditional on the expected
actions of other households and FIs.

2. Similarly, a FI's best date 0 policy rule is conditional on the expected
actions of other FIs and households.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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A DIAMOND-DYBVIG MODEL: EXTRINSIC UNCERTAINTY

> A bank run-REE is generated by beliefs about the actions that other
economic agents might take.

» REEs not associated with economic or intrinsic fundamentals are
generated by extrinsic beliefs about states of the world.

1.

4.

Example: If a Canadian-based NHL team wins the Stanley Cup,
there will be an economic boom in North America.

. Tying the state of the world to the outcome of an event that

has no impact on the state is an example of a focal point.

. This is an example of an equilibrium generated by extrinsic

uncertainty, which is sometimes called a sunspot equilibrium.
Sunspots are about multiple equilibria.

> Suppose there is an event on which households focus or coordinate
that when the event is observed households run FIs.

> Assume 1T € (0, 1) is the probability of the extrinsic event.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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A DIAMOND-DYBVIG MODEL: SET UpP

> Att = 0, a FI, which insures households against unexpected
liquidity shocks by pooling their deposits to investment
in the short and long assets, only knows the following.
1. With probability T, there is run and households that are early
enough in the queue receive X; + RX>.
2. The outcome is no run with probability (1 — 77)A, in which only
early consuming households deposit in trade for C; at t = 1.

3. There is another no run outcome in which only late consuming
households deposit to receive C> at t = 2.

> The FI sees the representative household’s lifetime preferences as
B[V, )] -
mU(X) + RX,) + (1-1) [A’U(Cl) +(1- /\)U(Cz)],

to account for the probability of a run.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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A DIAMOND-DYBVIG MODEL: OPTIMALITY

> Given the possibility of a run, the FI's problem is

MaxXlrr’u(Xl +R(1 —Xl))

+ (1 —n)[?\’u (%) +(1-AU (11__);1 (1 +R))]

» The FON/optimality condition is

(1 -R)U (X1 +RXo) + (1—m)U (1) = (1 —7) (1 + R)U (C2).

» The FI holds less of the long asset to hedge against the probability
of a run = the MU of C; is higher to compensate for the need
to transfer utility to households that run.

JiM NASON (FINANCIAL FRICTIONS, PART II) FINANCIAL FRIC
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A DIAMOND-DYBVIG MODEL: MOTIVATING BANK RUNS

> The first-best solution results
Lif = 0,U'(C1) = (1+R)U (C2), or

,u/r (C)
2. if the coefficient of RRA, ¥ = ————~C < 1,
u'(c
3. which has the FI setting 0 < C; < C» = REE without bank runs.

> RE runs equilibria rely on greater risk aversion, ¢ > 1.

> Also, assume R = 1 = since long and short assets yield equivalent
returns at t = 1, FIs only hold the long asset.

> However, FIs credibly commit to (Cl, Cz) = (1, 1) = t = 2 consumers
have no reason to run.

> Expectations of a extrinsic event coordinates late consuming households
to withdraw deposits at t = 1 = run a FL.

> Bank runs are probabilistic (uncertain) events = are bank runs predictable?

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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A DIAMOND-DYBVIG MODEL: OPTIMAL CONTRACTS

» A FI aims to Max AU(Cy) + (1 = A)U(C2), in a non-first
e, cpule) (2)

G, G
best world, which is s.t. (1 +R)AC; + (1 -A)C> <1 +R.

» The non-first best world has the potential for runs on FIs.

> The budget constraint is the result of balancing (1 + R) (1 — ACy)
against (1 — A)Cs.
1. AFIfinds 1 — AC; units of the asset left on its balance sheet

2. after being forced to liquidate AC; units of its assets
3. in response to the demand of date 1 consumers.

> Since the FI cannot credible commit to (1 + R)(1 — ACy) < (1 - A)(C,
at date 0, the FI can at most promise 1 + R units of consumption
at date 2 per unit of date 1 consumption.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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A DIAMOND-DYBVIG MODEL: OPTIMAL CONTRACTS SANS BANK RUNS

> A FI aims to Max{ }AU<C1) +(1- A)U(Cz), to achieve the

C1, G
first best, which is s.t. (1 +R)AC; + (1-A)C, <1+ Rand C; < 1.

» We have already studied the FI's optimization problem when the
solution is restricted to be incentive efficient.

» The efficient or first best world solution is (Cl, C2> = (1, 1+ R).

» The efficient-no bank runs equilibrium rests on the FI credibly
committing to the second constraint C; < 1.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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A DIAMOND-DYBVIG MODEL: FI RUN AND NO-RUN INVESTMENT STRATEGIES

> If € >1,R,and 7w € (0, 1), the FI can follow two different
investment strategies.
» The FI does not commit to C; < 1, which results in

1. an investment only in the short asset given 1T and
2. at probability 1 — 1 holding only the long asset.

» A commitment is made by the FI to C; < 1, which yields
(C1,¢2) = (L 1+R).

> Household expected utility = Au(l) + (1 - 2\)’(1(1 + R)
in the no-run equilibrium.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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A DIAMOND-DYBVIG MODEL: THE RUNS REE
» The bank run outcome produces defaults by FIs and
(Cl, Cz) = (1, 0) with probability rr.

» The no-bank run outcome occurs at rate 1 — 7T and gall Nthe
deposit outcome-consumption bundle (Cl, Cz) = (Cl, Cz).

» Given the rate of bank runs is 1, household expected utility

is TU(1) + (1) [Afu(&) +(1- A)fu(@)].

JIM NASON (FINANCIAL FRICTIONS, P.
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A DIAMOND-DYBVIG MODEL: MULTIPLE REE
> The FI chooses between the two strategies by comparing expected
household utility across the bank runs and no-bank runs REE.
> Households expect to be better off running FIs at rate 7 if

mu(1) + (1-m) [Au(&) +(1- A)u(ﬁz)] >au(1) + (1-2)u(1+R).

> The expected utility of the no-run REE dominates the certain utility under
a bank run but is dominated by the certain utility of the no-run allocation
that is not reduced by the constraint C; < 1, or

u(1) <au(1) + (1 -2)u(1+R) <au(ér) + (1-2)u(e).
> The implication is there is a 7T € (0, 1) that
7U(1) + (1 -7) [Afu(&) +(1- A)u(ﬁz)] =au(1) + (1-a)u(1+R).

= FIs are indifferent between the runs-REE and the no-run REE.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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A DIAMOND-DYBVIG MODEL: SUMMARY

> Another implication of the bank runs model with multiple REE is that 77 is
relatively small.

> AsT — 1, ’u(l) < U(l + R) = late consuming households are better
off waiting to t = 2 as the probability of a bank run increases.

> A Flraises the welfare of early and late consuming households by

1. offering deposit contracts predicted on the constraint C; < 1
to rule out the bank runs-REE,
2. given the extrinsic probability of a bank run is high.

> Nash equilibrium concept drives analysis of the Diamond-Dybvig model.

1. Different equilibrium selection devices alter the incentives facing FIs
2. and households, but runs will remain an equilibrium.

JIM NASON (FINANCIAL FRICTIONS, P.



LIQUIDITY PREFERENCE, ASSET PRICES, & BANK RUNS ALLEN AND GALE (

FINANCIAL FRAGILITY, LIQUIDITY, AND COLLATERAL
CoLLA , LIQ! / r PRICES IN DSGE
RISK, LEVE E, AND ASSET PRICES IN A DSGE MODEL

THE DIAMOND-DYBVIG MODEL: OTHER THOUGHTS

» The Diamond-Dybvig model comes with an important caveat.

1. As Diamond and Dybvig (JPE, 1983) note, they ignore whether a FI
faces incentives to engage in moral hazard on the asset side of its
balance sheet.

2. Will FIs hold riskier assets because there is insurance against liquidity
shocks (i.e., government-backed deposit insurance)?

> FIs are able to pool the risk of liquidity shocks because households
are not allowed to trade subsequent to their liquidity being realized.

1. Unrealized arbitrage opportunities exist in Diamond-Dybvig models.
2. FIs are transferring resources to (i.e., subsidizing) early consuming
households from late (i.e., t = 2) consumers.

> Closing these financial markets has social costs because of efficiency
losses = wedges exist between rates in money and credit markets.

> Are efficiency gains from opening these markets outweighed by
increased financial instability?
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INTRODUCTION

» The BGG and KM classes of DSGE models focus on the banking
accelerator.

1. Financial Accelerator: expansionary monetary policy shock increases
the MPg, which raises the collateral value of capital loosening
financing constraints facing entrepreneurs.

2. = reduces the external finance premium.

> Gertler and Kiyotaki (2013, NBER wp-19129) adapt the Gertler and
Karadi (JME, 2011) DSGE model = KM style model with households
and banks.
1. Households are less productive than banks at running projects, but

capital constrained banks need household deposits to fund projects.
2. GK study the roles these financial frictions have in creating bank runs.
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GERTLER AND KIYOTAKI (2013, NBER wP-19129): CAPITAL MARKETS

> Capital is held by households, K¢, and banks, Kp ¢, and sum to unity,
Kpt + Kt = 1 (i.e,, a normalization).

> Capital produces the single nondurable good that households consume.
1. Label the productivity shock Z;. 1, which is common to banks and households.
2. The banking sector maps Kg into Z¢4+1Kp, units of the nondurable good.
3. When households produce Z;,1Kg,: units of the nondurable good, they
generate costs of f(Kp,;) = households are less competent than banks
at managing projects.

> Household “management” costs are a nonconvex function of Ky and Kp; € (0, 1),

%K}”, 0 < «, for Kp¢ < Kpt,
Sf(Kni) = z
O(FH,t <KH,t - I;'l > , for KH,t > FH,LL.

> Costs are quadratic (and convex) in Kyt up to FH,t and linear in Ky thereafter
= if FIs shut down, households will absorb the entire capital stock to produce.

> Assume Kg,r and K do not depreciate.
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E, AND ASSET PRICES IN A DSGE MODEL

GERTLER AND KIYOTAKI (2013, NBER wP-19129): HOUSEHOLDS

> Households consume, Cy+ and save either Ky ¢ or by depositing, D, with banks.

©

> Preferences, U; = E; { > B In CH,HJ}, are maximized by households s.t.

j=0

CHt + Dy + QiKyye + f(Knt) = ZZW + ReDy 1 + (Zr + Q¢)KH i1,

where Q¢, W, and R; denote the price of capital, “labor” income, and the date t
return to date t—1 deposits = time deposits that are one-period debt contracts
issued by banks that pay R; at date t.

> There is no liquidity preference shock driving household deposit decisions
= GK assume that bank runs are never expected by households.

> If a bank run occurs, households face a sequential service constraint.

1.
2. Given a bank run and a household is low in the queue, the household buys Kp ;.
3.

4. Lacking a labor supply decision, household consumption-saving decisions take

Households may or may not receive the deposit in full given a bank run.
= Otherwise, banks have no resources to pay off their liabilities to households.

the brunt of a bank run = in a run Kp; < Ky, = a fire sale drives Q; low.
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GERTLER AND KIYOTAKI (2013, NBER wP-19129): HOUSEHOLD FONCS

> With respect to Cy ¢, D¢, and Ky ¢, the FONCs are

B Cily At,

At

Et{RHlAHl},

J'(Ku,t) Qi+ Zes
T | e (R | A

where A; is a Lagrange multiplier tied to the household’s budget constraint.

> These have standard interpretations except for the FONC w/r/t to Ky t.

1. When the household increases its capital stock by a unit,

2. the cost equals the utility loss of a unit of consumption plus the
cost of operating the project.

3. These costs are balanced against the discounted expected benefits
of the one unit increase in the household capital stock, which are

4. “capital gains,” Q¢+1/Q¢, scaled by that one unit of capital plus
its value in production, Z;1/Qt+1-
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GERTLER AND KIYOTAKI (2013, NBER wP-19129): HOUSEHOLD OPTIMALITY

-1
> LetAti41 = A;\” =B (Cg’”'>, the FONCs yield two optimality conditions
t H,t
1 = Et{At,t+1Rt+1}y
Z (K,
1 = Et{At,HlRH,Hl}y Ru1 = QQ[? |:1+Qt157:11:|/|:1+ f(Qf't)}

> When Kyt > 0, the Euler equation of Ry t+1 is an implicit capital demand equation.
1. The household’s “capital demand function” is restricted by f'(Kp,t) = «Kp,t,
given Ky r € (0, Kp¢) or f'(Kp,t) = oKpyt, given Kpp € [Kre, 1]

2. On the range (0, K¢), f(Ku,t) 1 = Q; should be strictly decreasing as Ky ¢
rises toward one, where K s € (0, 1].

> The Euler equations also restrict arbitrage between the markets for capital and D;

COV(RH,t+1 = Rt+1, At,t+1)

E[{At,Hl (RH,[+1 *RHl)} =0=E {RH,I+1 *Rt+l} =- EiAri

> = If the inverse of the consumption growth rate and the interest rate spread on Kp ¢
over D; is negative, the spread is large in states of the world with low Z;.
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GERTLER AND KIYOTAKI (2013, NBER wP-19129): BANKS

>

Banks are risk neutral, finite lived, their asset is Kp and they issue liabilities in the
form of deposits and equity or net worth, N;.

The financial friction is moral hazard = a bank can abscond with a fraction 6 of the
market value of its capital, Q¢Kp.

1. If a bank engages in fraud at date t, its depositors close the bank at the
beginning of date t+1.

2. A bank decides whether to “take the money” and suffer a shutdown using
a benefit-cost calculation.

3. Let V; = EPDV of consumption when not taking 0Q:Kg: = 0Q:Kp; < V;.

4. Without financial frictions, Kz = 1 = assume the ICC binds 0Q:Kg: = V.

5. = Study the representative bank.
Banks also exit because they last from t to t+1 at iid probability o € (0, 1) = pass
on at probability 1 — o = banks’ expected life = 1/(1 — o

1. Aliving bank’s preferences are V; = B 371 B/ (1 — 07) 0/~ 1Cp 14 .

2. The probability a bank exits at t+j is (1 — 0’)0/~! and Cg.j is its

consumption at that date, which is N, ;.

A new bank is endowed with equity of wp while existing banks accumulate net worth
only from retained earnings, Ny = (Z; + Q¢)Kg,t-1 — R¢D¢-1.

= Since living banks cannot issue new equity issue, the return on their assets net of
liabilities is their only source for “growing” their balance sheet Nt = Q:Kg+ — Ds.
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GERTLER AND KIYOTAKI (2013, NBER wP-19129): THE BANK’S PROBLEM, I
> The bank’s preferences are recursive V; = BEt{(l — 0)Nis + thH}.
> The dynamic program of the bank is to maximize V; by choosing its capital, Kp ¢, and

deposit contract, Dy, s.t. the ICC, retained earnings, and balance sheet constraints.
1. Conjecture the solution is linear in capital and deposits,

VK, t
Vi = vkiKpt—vpiDi = QtKpt — vp,t Dt

Qt

v
= (g - VD,t) Q¢Kp + vp,: (QtKp,t — Dt)

VK, t
HtQtKp¢ +vp N, where pp = Q ~Vpt-
t

2. = ; is the marginal value of a unit of capital to the PDV of banker utility,
which is net the marginal cost of accepting one more unit of deposits.

> The ICC becomes (6 — u;)Q¢Kp = vp,Nt = p; € (0, 0) for Ny > 0.
K
1. Define the bank’s leverage ratio ¢; = Qs\] Bt _ GVL’L'
t — Mt
2. Bank leverage is limited by @ — p; > 0 = the bank scales up its balance sheet
with risky projects until the cost of losing the PDV of its future terminal
consumption equals the benefits of committing fraud on its depositors.
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GERTLER AND KIYOTAKI (2013, NBER wP-19129): THE BANK’S PROBLEM, II

> Return to Vis1 = prs1Qe1KBe+1 + VDr41Nt+1, Qr+1Kpi1 = drs1Nes1,
Nis1 = (Zev1 + Q1)K — Rs1Dy, and Dy = QiKpy — Ny

Vin He+1Pes1 + VD,e+1)Nis1

Hee1ee1 + Vpe1) (Zes1 + Qev1)Kt — Rev1 Dy

Hei1dee1 + vpee1) (Zev1 + Que1)Kpe — Rev1(QeKpy — Ni)
)

Hrs1Pee1 + vpr+1) (Rpt+1 — Rev1) QeKpy + Res1Np, Ry = (Ze + Q1) /Qu-1-

o~~~ —~

» Then V; = BEt{(l —0)Npy1 + (T'Vlﬂ} becomes
HeQiKpy +vp Ny = BEt{[l + 0 (Ut1Pe+1 + VDyte1 — 1)] [(RB,t+l —R¢+1)Q¢Kp + Rt+1Nt:|}-

> Remember Vi = urQ¢Kp ¢ — vptDt = Vpt = BRHIEt{[l +0(Ut+1Pt1 +VD,t+1 *1)]}

and p; = BF—t{[l +0(Hs1bes1 + VD1 — 1)](RB,I+1 - RHI)}-
1. vp,; and y; form a bivariate system of forward looking first-order stochastic
difference equations = solve taking ¢¢+1, Rpt+1, and Ry11 as given processes.
2. R discounts vp, while the spread on the bank’s return to capital discounts p;.
3. Et{[l -0+ 0(Hr1Pr1 + vD,Hl)]} = expected value of the bank.
4. A living bank values one more unit of net worth because it raises V; by VDt
= owe households less deposits plus the return.
5. Allows the bank to become more leveraged, which raises Vi by u ¢e.
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GERTLER AND KIYOTAKI (2013, NBER wP-19129): BANK RUNS, I

> Bank runs are driven by fundamentals not sunspots.

> Households decide to run the bank if the value of the bank’s assets in
liquidation are less than its liabilities = (Q/ + Z¢)Kp,t—1 < RtD¢-1,
where Q?‘ is the market price of capital when the bank is shut down.

> Since Dy—1 = Q¢-1Kpt-1 — Ne-1 = (Qf + Zt —R¢Q¢-1)Kpt-1 < —R¢Nt—1

[QZk + Zy
Pl St e

) - Rt} Qt-1Kp,t-1 < —R¢Nt and using the definition of ¢¢_1
t-1

R*
Bt 1

RE, +R 1 < Rt = - ,
[ Bt t]¢>t 1 t R b

»> When the spread of the liquidation value of bank assets over the deposit
rate is small and/or bank leverage is high, households run the bank.

> Bank runs are state dependent in the GK model.

1. In this economy, ¢ is the state of the aggregate credit market.
2. However, the liquidation price of capital Q; is not a function of ¢;.
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GERTLER AND KIYOTAKI (2013, NBER wP-19129), BANK RUNS, II

> In the GK model, households are a sink absorbing all Kg; in a run = f(-) is an
incentive for households to accumulate capital when its price is falling.

> When the bank is run, its entire capital stock is sold to households, Ky, = 1
1. = CH’[ =1+ Z[W —f(l).
2. When the bank has closed, the household Euler equation for capital becomes
1=E {At,l+1R1§,t+1}’ where R;;,Hl =(Qf1 + Z141)/(Qff + aKn).
3. The household holds the entire capital stock the marginal cost of operating a
project is at the fixed kink point Kg when Ky = 1.

> Iterating the Euler equation Qf + «Ky = E¢ {A[’[+1 (Q;‘+1 + ZHl)} produces

Qf = Et‘[z At,t+1<Zt+j - O‘FH)]’ - oKg.

j=1

> The liquidation price is the expected present discounted value of productivity shocks
= a persistent sequence of bad productivity shocks generate bank runs by lowering
the liquidation price of and return on bank capital.

> Z; is an aggregate shock in this economy, which cannot be diversified away.
1. Perhaps fiscal and/or monetary policymakers can solve this bank run problem.
2. = Deposit insurance, lender of last resort authority, capital requirements,
and/or limits on leverage?
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE KIYOTAKI AND MOORE (IER, 2005)

RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL

INTRODUCTION: KIYOTAKI AND MOORE (iER, 2005)

> Observation: Money is held by households, but is dominated
in rate of return by most other assets.

» KM (2005) want to study this quandary in terms of the impact of
liquid assets on the value of less liquid assets.

> A liquid asset is traded in a deep market.

1. There is substantial supply and demand at all moments in time.
2. Low costs to trade = potentially many owners before maturity.

» Claim: Liquid assets held because of value in trade rather than only
for returns and principal.
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SKETCH OF A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS

> Questions: Do liquid assets matter for allocations and prices in
DSGE models?

» However, liquid assets are denominated in units of the consumption
good rather than in terms of a fiat currency.

» The DSGE model has physical capital and land as its assets.
1. Capital, k¢, is accumulated through investment, i;.
2. The aggregate supply of land is fixed at L.
3. The economy lacks fiat currency.

> Only a fraction IT of households can invest at date t.
1. Investors turn a unit of consumption, ¢;, into one unit of k;.
2. The chance to invest is iid across time and households.
= today’s investors may not be able to invest tomorrow.
3. The remaining 1 — IT measure of households trade with
investors to obtain returns on capital, 7k, and land, 7.
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SKETCH OF A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS, CONT.

> Assume that households can sell only a fraction 6 of their k;
during any date t = capital is illiquid.

» Households can be liquidity constrained.

1. They may have insufficient k; to run a project.
2. Other households can lend only 6 of their k;
3. = some investment opportunities may go unused.

» Assume land is a liquid asset, which serves to collateralizes
investments in k;.

» Liquidity constraints < collateral constraints.

» Land is vital to achieve “efficient” allocations.
1. The probability IT a household is tapped to invest is small V t.
2. When a household can invest, its land is offered as collateral
against many “loans” of capital from other households.
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SKETCH OF A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS, CONT.

>

If households expect collateral constraints to bind, land is in greater
demand than otherwise = its liquidity services obtain a premium.

The liquidity premium may be large enough for v ; < 7k ;.
1. = Land’s liquidity services is a reason to hold it in face
of a greater return to k; and possible for 17, < 871, B € (0, 1).
2. = The rate of time preference dominates the return to land.

Since 71 moves inversely with the price of land, p;, higher p;
signals greater liquidity in the market for land.
1. Greater liquidity encourages more trade between investing
and non-investing households.
2. = Increasing the economy’s aggregate capital stock and
the potential for more output in the future.

The interaction of liquidity and investment affects the persistence
and volatility aggregate fluctuations, according to KM.
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS

» Unit mass of households with preferences: V; = E; Z B/ In Csj
j=0
» Technology: y; = a;k*¢} =%, o € (0, 1).
1. a; is TFP, evolves as stationary first-order Markov process,
and is common to all households.
2. y; output of single consumption-capital good.
3. k¢ and ¥; are capital and land in production.

» Budget constraint:
cr + i + (ksy — i — Akg)qr + (M — my) py

= Yt — TK,t([Kt - kt) - 7’L,t(€t - mt),

where g; and k; (m;) denote the price of installed capital,
capital (land) held by the household prior to investment.
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: COLLATERAL CONSTRAINTS

> The law of motion of capital is k;y1 > (1 — 0) (Ak; + i;), where
1 - A, A € (0, 1) is the depreciation rate of k;.
1. After investment and depreciation, a household has Ak; + i;.
2. The household has at least 1 — 0 x Ak; + i; units of capital to
take into next period.
3. But a household can lend at most 0 units of this capital.
4. = Imposes a collateral constraint on an investing household.

» The short sale constraint on land is 0 < m44;.

1. A household cannot buy the rights to land in the future.

2. Implicit restriction is there are no options markets to trade
or insure against future investment opportunities.

3. KM assume that a household has only a moment to decide
when it is tapped for an investment opportunities.

4. A household can only offer p,m; as collateral a “land in
advance constraint.”
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: EQUILIBRIUM DEFINITION

> A competitive equilibrium consists of pricing functions p; = p(S;),
ar = q(St), rxr = v (St), and 7+ = ¥ (S;) along with household
choices of [ct ir ki ke my #t] , such that

1. utility V; is maximized s.t. budget and collateral constraints,

2. aggregate capital: K; = fol ke jdj,

3. aggregate land: L; = jol my ;dj,

4. aggregate resource constraint: Y; = C¢ + I, Cy = fol ¢t jdj, and
I = fol it’jdj, and

5. the rental markets for capital and land clear at strictly positive
vk, and 77 ¢,

6. where the aggregate state is S; = [Kt at] .

» This is not a recursive equilibrium.
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: MARKET RETURNS

> Since existing markets are perfectly competitive and an investing
household operates the production technology to maximize profit,
equilibrium profit is zero during every date t.

» Returns to factor inputs equal relevant marginal products:

’gt e Yt kt 0‘ Vi
Tkt = XAt ke = (xk—t and 7 = (1 — «)as (E) =(1- a)?t_
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: TOBIN’S g

> Tobin’s g is the ratio of the market value of a firm’s capital to the
cost of replacing that capital at market prices, but often measured
as the ratio of the market value of firm’s equity to its book value.

» If g+ > 1, a household invests given it has been tapped to do so.
1. Otherwise, the value of k; is less than the value of k;
2. = value of investing and producing < consumption.

» The smaller is 0 the tighter are the collateral constraints on
non-investing households.

> Or given 0, the smaller is the capital owned by non-investor
households the less they can rent to investors.

» The liquidity value of land also places limits on the amount of
capital non-investors have available for the rental market.

» This is the non-recursive propagation mechanism of the KM model
= (uantities generate price movements and in return prices drive
fluctuations in quantities.
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: BUDGET CONSTRAINTS
> A household not tapped to invest faces the budget constraint
CNt + Aikni1 F oM = (ke + Ado)ke + (v + p)me = Wiy,

because its k; = £; = 0, where N denotes a non-investing household
and Wy ¢ is the wealth of this household.

» If g+ > 1 and the collateral constraints bind, an investor faces

1-0
Crt + Tgtkl,nl +pmii = (e + A)ke + (Ve + pe)me = Wiy,

where I denotes an investing household and W;, is its wealth.

» The term 11_708% represents the investing household’s “leverage.”

1. This household pays 1 — 0q; per unit of installed capital to run
the project, but still rents 0 of its capital to other investors.

2. = 1 — 0 (per unit of capital) of the project remains on the
asset side of investor’s balance sheet.
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: EQUILIBRIUM

» The Euler equations for investing and non-investing households are
standard, except for the structure of this version of the KM model.
1. Only IT of the households can invest during any date t.
2. Household portfolios include k; and m;.
3. Tobin’s g is in force: 1 < g;.

» Euler equations imply consumption is a fixed fraction of wealth,
given preferences are log over uncertain consumption streams.

1. CNt = (1 — B)WN,t and Cit = (1 — ﬁ)Wj,t.

2. Investors carry no land from today into tomorrow, my;+1 = 0,
and kt+1 = (1 - 9)(Akt + lt)

3. = cpp + (1= 0q0)ic = (rke + 0Aq) ke + (v + po)my.

4. Or (1-0q:)it = Wit —cre — (1 — 0)Agqik: = investing
households finance their share of investment out of their own
wealth net of their consumption and net of the value of the
capital they own at the start of date t.
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: OPTIMALITY FOR NON-INVESTORS

> Non-investing households solve their maximization problem to find
4 + A ¥ + A
a  _ BE, {11 K.t+1 +(1—H) Kt+1 T Ade+1 ’
CN,t CLt+1|N,t CN,t+1INt
and
7 + ¥ +
Pr _ BE, 117t Pi+1 +(17H) Lt+l T Pt+1 ,
CN,t CLt+1|N,t CN,t+1INt

where ¢;;,1)n,¢ 1S consumption at t+1 of a household engaged in j,
Jj = I, N, at that time, conditional on its not investing at date t.

> A non-investing household can acquire a unit of k;.; (my,+1) ata
cost of a unit of marginal utility valued at q; (p¢).

» This cost is balanced against the discounted expected benefit which
is a weighted average of date t+1 marginal utility
1. of investors valued at their gross return to kq,; (my+1) and
2. of non-investors valued at their gross return to k41 (Mn,t+1)-

JIM NASON (FINANCIAL FRICTIONS, P.



LIQUIDITY PREFERENCE, ASSET PRICES, & BANK RUNS
FINANCIAL FRAGILIT Y, ]‘I()‘l\ll)ll\, AND COLLATERAL

CoLLA , LIQ! / r PRICES IN DSGE KIYOTAKI AND MOORE (IER, 2005)
RISK, LEVE E, AND ASSET PRICES IN A DSGE MODEL

A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: ARBITRAGE

» The non-investor’s Euler equation impose an arbitrage condition
across the markets for capital and land.

» Arbitrage and competitive markets impose equality on the expected
returns to capital and land weighted by the probability that next
period the non-investing household may (or not) have the
opportunity to invest

I, {[VL,Hl + P Treelt ?\} 1 }

Pt q: Wi ts1in,e — AM@re1 — 1) kneer

_ (1 3 H)Et { [YK,Hl + A T Pt+1] 1 }
ac pi WN ti1INe

> Potential collateral constraints on future investors pushes p;.;
(r1,t+1) above (below) that on capital = this is the liquidity premium
on land driven by demand for its liquidity services.
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: INVESTOR OPTIMALITY I

> Solving an investing household’s maximization problem yields an
Euler equation that describes the investor’s optimal decision
in the capital market

1-0q; { Y+l + A Y +1 + Adie }
Lot g TR TR () ) R e
(1-0)crs FE: CLt+1IL,t ( ) CN,t+1]I,t

where c; ;1)1 is consumption at £+1 of a household engaged in j, j
= I, N, at that time, conditional on its investing at date t.

» The investor’s capital Euler condition has an interpretation similar
to that for the non-investor, except that
1. a unit of date t consumption is valued at the investor’s leverage
2. and date t+1 marginal utility is conditioned on the household
investing at date t.
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: INVESTOR OPTIMALITY II

» Similarly, the investing household has an Euler equation for its
optimal decision making in the market for land.

» Since the investor is at a corner in its decision w/r/t holding land at
date t+1, my+1 = 0, the Euler equation for land of the investor
does not hold with equality

Yrt+1 + 1 Vi1 t 1
Pt > BE AT i+l T Pry n (1 _ H) G+l T Pry )
Crt CLt+1|I,t CN,t+1|1,t

» The cost of giving up a unit of consumption, valued in utils and
priced at the cost of unit of land, is greater than the discounted
expected benefit of holding land during date t+1.
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A DSGE MODEL WITH LIQUID AND ILLIQUID ASSETS: SUMMARY

> Aggregation follows from the investor and non-investor optimality
and equilibrium conditions because the probability a household
becomes the former is iid across households and time.

> Given restrictions on preference and technology parameters, there
is a steady state equilibrium in which
1. Tobin’s g holds, g* > 1 = collateral constrained households,
2. the liquidity premium drives v;* < 7§,
3. the aggregate capital stock is lower than otherwise, and
4. mf = 0 = only non-investors own L.

» The equilibrium is “Keynesian” in the sense that
1. prices and returns, which are functions of quantities,
2. generate fluctuations in quantities.
3. = The equilibrium is not recursive.
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INTRODUCTION: JACCARD (2013, OR ECB WP1525, 2013)

> Jaccard argues that liquid assets are necessary for exchange
of consumption goods.

» FIs produce liquid assets that they rent to firms and households.
1. The stock of liquid assets is produced and owned by FIs.
2. Liquid assets are in demand by households to buy the
consumption good and by firms to pay for the capital
they rent and wages to workers.
3. Households and firms face liquidity risk = their demand
for liquid assets may be greater than the supply.

» Claim that a liquidity crisis occurs when a small liquidity shock,
1. that causes the supply of “safe” assets to shrink,
2. increases transaction costs = reducing the volume
of transactions and hence the level of real activity.
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A DSGE MODEL WITH LIQUIDITY IN ADVANCE CONSTRAINTS

» The household and firm face liquidity in advance (LIA) constraints.
» One LAC limits date t consumption, ¢;, by a fraction, 0, of the liquid
asset, sy ¢, the household borrows from the FI during date t,

Ct =< eSH’t.

» The firm’s total factor payments are bounded from above by a
fraction, k, of the liquid assets the firm rents from the FI,

tht-I—TK'th < KS[:,t,

where w;, Ny, 7k, Kt, Sr,r denote the real wage, labor demand, the
real rental rate of capital, the firm’s demand for capital, and the
liquid assets the firm borrows from the FI during date t.
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A DSGE MODEL WITH LIQUIDITY IN ADVANCE CONSTRAINTS

> Jaccard calls 0 € (0, 1) and k € (0, 1) velocity parameters.

1. 0 restricts the liquidity preferences of the household,

2. = sy represents consumption possibilities for the household.
3. k affects the timing of factor demand by the firm

4. = the firm’s production possibilities are defined by Sr .

> Although sy, and Sr; are choice variables for the household and
firm, the aggregate stock of liquid assets, sgy; is set by the FI
= liquidity is endogenous.
1. Intertemporal consumption and factor demand decisions
respond to liquidity shocks.
2. Liquidity shocks, which are driven by changes to 6 and/or k,
differ from household liquidity preference and TFP shocks.
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A DSGE MODEL WITH LIQUIDITY IN ADVANCE CONSTRAINTS: THE HOUSEHOLD

»> The household wants to
S i [crajlw+ (1 -nj)'] - ht—1+j]1_0
MaxXye, g, ie, kest, est, see) B ,ZOB -0 ’
j=

s.t. a budget constraint, the laws of motion of the stock of habits, h;+1, and
kt+1, and the household’s LIA constraint, ¢; < 0sy,¢, given ko and hg > 0.

> The budget constraintis ¢ + it + ¥s,tSH,t < dr,t + drrt + weng + vk ke,
where i;, ¥s¢, drt (dFrt), and ng are investment, the rate a FI charges for

liquidity, the dividends a final goods firm (FI) rebates to the household, and
labor supply.

» The laws of motion of h;;1 and k¢4 are

phe + (1= e [w+ (1-ne1)’], we (0, 1),

1+ +£(it—+l)l_€ - 68)kt, 6€(0,1)
m+1 "¢ ke ts » L)

IA

i1

and

~
&
i
AN
IA
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A DSGE MODEL WITH LIQUIDITY IN ADVANCE CONSTRAINTS: THE FIRM

» The firm maximizes the expected discounted value of its profits,

[ ’

E, i gi [@ + (1= 1)) s

Jj=0 I:Ct+j[(p +(1-ney)"] - ht—lﬂ']

s.t. dpy = ¥yt — WiNy — vx Ky — v5,:Sr; and the firm’s LIA
constraint,w;N; + 7k K: < kSr;, where y; is output of the
economy’s single consumption good.

» Since the household “owns” the firm, discount its future dividends
at the time-varying rate of the marginal utility of consumption.

> The firm produces y; using the CRS technology, K{* [AtNt]lfu,
where A; is labor augmenting TFP and « € (0, 1).
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RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL JACCARD (2013, OR ECB WP1525, 2012)

A DSGE MODEL WITH LIQUIDITY IN ADVANCE CONSTRAINTS: FIS

> A FI maximizes the expected discounted value of its profits,

E i BJ' [W + (1 - nt+j)Z]dFI,t+j
j=0 [Ct+j[¢l/ + (1 =npj)] = ht—1+j]

g y

s.t. d]:[‘t =TSt (SH,t + SF,t) - Xt and SFI,t+1 =X + QtSFI,t! where X
is the flow of new liquid assets into the stock of liquid assets

the FI carries from date t—1 into date t and g; is a shock

to the existing stock of liquid assets, given Sgj0 > O.

> There is a balance sheet constraint, sy + Sr,; < 0:Sr1+, facing the FI
= the liquid assets lent to the household and the firm during date ¢
is less than equal to the stock of liquid assets the FI owns gross of
the liquidity shock g;.

» Since the household “owns” the FI, the discount on its dividends are
time-varying using the marginal utility of household preferences.
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A DSGE MODEL WITH LIQUIDITY IN ADVANCE CONSTRAINTS: SUMMARY

» Liquidity shocks affect intertemporal consumption and capital
accumulation decisions.

1. Changes in the SDF and expected future returns to physical and
“collateralized” assets drive current asset price movements.

2. Preferences are nonseparable in consumption and leisure and
intertemporally, which increase incentives to smooth utility.

3. Claim is that these restrictions on utility generate positive
comovement in ¢; and n,; that are necessary to propagate
a liquidity shock into a deep recession.

4. = Asset prices fall in response to a liquidity shock.

» The FI accumulates the liquid asset for “free.”
1. Liquid assets need no factor inputs to produce, given the liquid
asset initial condition, Srro > 0, and the liquidity shock g;.
2. Liquidity is not collateralized or backed by a real asset.

» If liquid assets are produced with real resources that are in limited
supply, will asset prices fall in response to a liquidity shock?
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A DSGE MODEL WITH LIQUIDITY IN ADVANCE CONSTRAINTS: PROBLEM SET

>

I. Construct and interpret the household’s, firm’s, and FI's FONCs.

> 1II. Construct and interpret the equilibrium and optimality conditions.

Assume the TFP shock In Ay is either,
L. InAy =v+yt+palnAi_1 + &, |pal <land & ~ N (0, og),
2. orlnA; =y +InA;—1 + @, Pt ~ N (0, 0'(%).
3. Assume the stationary component of the liquidity shock is
or=(1 —Pe)é* + Peét—l + 94, |Pg| <1, 0= 0%, 9 ~N(0, 0'5)

III. Compute the steady state of the DSGE model with LACs when TFP (i) is a
trend stationary AR(1) or (ii) is random walk with drift.
1. What restrictions are necessary for the DSGE model to have a balanced
growth path equilibrium under either TFP process? Interpret.
2. Discuss how to calibrate DSGE model parameters to US data.
3. Are there restrictions on preference and technology parameters
necessary for ¢; and n; to have positive comovement? Interpret.

Extra Credit: Add outside money, M, to the model in ¢; < Osy+ + M;/P;
and to ¢t + it + VS, tSH,t + (Mt+1 - Mt)/Pt < d]:,t + dFj‘t + wng + VK’tkt,
where P; is the aggregate price level. Repeat 1., IL., and IIL

Hint: You might need to include M; and P; elsewhere in the model.
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INTRODUCTION

> This section extends the idea that small shocks in financial markets
can produce large movements in asset prices and real activity.

» This is Allen and Gale’s (Chapter 5) definition of financial fragility.
1. Study a banking model with intrinsic and extrinsic uncertainty.
2. What is the role of liquidity when market are incomplete?
3. Facing collateral constraints, FIs sell assets to buy liquidity
=> generates volatile asset prices.

» Geanakoplos argues that collateral constraints changes the process
that determines equilibria in financial markets.
1. Expect collateral constraints to change in the future.
2. Investors anticipate selling assets to satisfy debt obligations.
3. = Leverage will fluctuate over the business cycle.

> Guerrieri and Lorenzoni (2011) explore the impact of a shock
that dries up liquidity on households, given they are in debt
and collateral constrained.
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A LIQUIDITY PREFERENCE MODEL OF BANKING

» Economy lasts three dates, t = 0, 1, 2.

1. The single consumption good is t-dependent.
2. Contracts struck at t = 0 while consumption at t = 1, 2.

» Households take addresses on the unit interval,
1. are endowed with xg = 1 and x; = x» = 0,
2. are ex ante identical, but ex post either consume at t = 1
with probability A or at t = 2 with probability 1 — A.
3. = Ex ante household preferences are A’U(cl) + (1 - A)U(cz>.

> FIs offer households 1- and 2-period deposit contracts at t = 0.
1. The former contract promises one unit of the good at t = 1.
2. The latter contract promises 1 + R units of the good at t = 2.
3. These returns are non-stochastic.
4. During t = 1, the 1- and 2-period assets can be traded by the
FIs in competitive markets.
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A LIQUIDITY PREFERENCE MODEL OF BANKING: UNCERTAINTY

» Fundamental uncertainty is generated at the household, the FI, and
aggregate levels.

1. A household’s liquidity preference is unknown ex ante.

2. The fraction of early withdrawing depositors is unknown to FIs.

3. The mass of early consuming households is unknown.

4. Let the aggregate state of nature s € [1, 2] occur with
probabilities 1 — 7T and 7.

5. Aggregate uncertainty dominates when the probability a
household consumes early, A; < A2, which is
the probability of consuming late.

> Extrinsic uncertainty is the source of financial crises in the model
given A = Ay.

» Households learn their type at the beginning of ¢t = 1, which is
private information.
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A LIQUIDITY PREFERENCE MODEL OF BANKING: ASSET MARKETS

» No markets exist for households to hedge their liquidity risk att = 0
=> asset markets are incomplete for households.

> Att = 1, asset markets are complete because (only) FIs can trade
1- and 2-period assets.
1. Let p; be the relative price of date t = 2 consumption per unit
of date t = 1 consumption.
2. = At t = 1, the price of the 2-period asset is P; = ps(1 + R).
3. = FI assets are marked to market by competitive markets.
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A LIQUIDITY PREFERENCE MODEL OF BANKING: FINANCIAL CRISES?

» Depositors run FIs when late consumers discover that c; > ¢
= the FI is known to be bankrupt.

> A rule of the game is that a FI has to satisfy every t = 1 consuming
household that asks for its deposits.

» Assume D equal the promise a FI makes to t = 1 consumers.

> Let a Fl invests a fraction Y € (0, 1) in the 1-period assetatt = 0
= hold 1 — V in the 2-period asset.
1. Att = 1, the value of the FI's assets are Y + (1 — Y)ps(1 + R).
2. Att = 1, the value of the FI's liabilities are AY + (1 — A)ps VY.
3. =AY + (1 -A)psY <Y+ (1-Y)ps(1+R) for the FI
to pay off its depositors at t = 1, 2; otherwise depositors
run the FIL.
4. = Bank runs are driven by expectations about
the actual state of the FI's balance sheet.
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A LIQUIDITY PREFERENCE MODEL OF BANKING: THE FI'S PROBLEM

»> The FI maximizes E{AS'U(CLS) + (1 — AS)’u(cz,S) ‘s} s.t. 0 <D and

Y e (0,1),where ci s = Dand co s = Y+ (1-V)ps(1+R) - AD
(1- As)ps
1. if the incentive compatibility constraint (ICC) holds
=AY+ (1-)psY <V + (1-V)ps(1 +R);
2. otherwise ¢1s = c2s =Y+ (1 - Y)ps(1 +R);
3. = in either case the FI's budget constraint is satisfied.

> Proposition 1: Only if ps < 1 does the asset market clear att = 1
= when ps < (=) 1 only the 2-period (1-period) asset is held.

1. If ps > 1, Ps > 1 + R = FIs never hold the 2-period asset at t = 1.

2. The 2-period asset market does not exist at t = 1.

3. = P; =1 + R, FIs hold 1- and 2-period assets at t = 1 because
both return one unit of consumption at ¢ = 2 (no arbitrage).

4. When Ps <1 +R,Y =0 = att = 1, the 2-period asset
dominates the 1-period asset in rate of return.
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A LIQUIDITY PREFERENCE MODEL OF BANKING: LIQUIDITY SHOCKS

> Suppose there is a small shock € > 0 to As (this shock could be FI specific).
1. A liquidity preference shock = A + €.
2. A strictly positive € can generate endogenous intrinsic bank runs.
3. Unexpected demand for liquidity generates asset price volatility
4. = FIs sell assets to satisfy early consumer demand for deposits.

> As € — 0, banks runs can still occur.
1. FIs argee there is an extrinsic event that is tied to lower asset prices.
2. When this event occurs, assets are sold by FIs at lower prices.
3. Depositors observe the fall in asset prices = run because they
anticipate FIs will violate their budget constraints and the ICC.

> This class of Allen and Gale bank run models differ from runs predicted
by Diamond-Dybvig models.

1. Diamond-Dybvig models are about a run on a single FI.
2. Allen and Gale argue their bank run models characterize equilibria
in which a crisis is systemic = asset price volatility affects all FIs.
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GEANAKOPLOS (NBER MACRO ANNUAL, 2009)

RISK, LEVER AND ASSET PRICES IN A DSGE MODEL

INTRODUCTION

» Lenders often offer borrowers a debt contract that is tuple
in a loan rate and a credit limit.

» This is odd ... lenders set the price and quantity.

» Competitive markets clear by changing price and monopolists list
prices and adjust their supply to satisfy demand.

» Geanakoplos argues that once default by borrowers is in question
lenders respond by
1. varying the loan to value (LTV) ratio with the state of the world.
2. = Lenders impose collateral constraints on borrowers.

» If credit is a function of the state of the world, LTV ratios change
either because asset prices move or collateral constraints do.
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE

RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL

DISPARITIES IN THE DEMAND FOR ASSETS

» What causes asset prices to fluctuate?

» Investors demand for assets differ.

1. Preferences.
2. Expectations of the future state of the world.
3. Tulips = some are more beautiful.

» Changes in demand across asset classes and over time
for assets generates asset price fluctuations.

» If collateral constraints adjust as asset prices change,
leverage fluctuates = the leverage cycle.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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RISK, LEVER AND ASSET PRICES IN A DSGE MODEL

THE LEVERAGE CYCLE

» The leverage cycle reoccurs because
1. lenders provide borrowers with too much credit
= high leverage in a boom,
2. a bad shock is realized (which could be extrinsic),
. asset prices fall, which
4. forces creditors to tighten collateral constraints
or to call loans.

w

» For Geanakoplos’ model, debt needs to be collateralized by durable
goods (or storable commodities).
1. This is a non-recourse loan.
2. The borrower secures the loan with something physical
the lender can attach (i.e., obtain) in case of a default.

» Credit market equilibrium is determined by the distribution of
returns of different loans, which are functions of the (expected)
payoffs on the physical stuff backing the debt.

JIM NASON (FINANCIAL FRICTIONS, P.
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GEANAKOPLOS (NBER MACRO ANNUAL, 2009)

RISK, LEVER AND ASSET PRICES IN A DSGE MODEL

THE LEVERAGE CYCLE AND MACROPRUDENTIAL POLICY

» Is the leverage cycle something that should concern central banks?

» Should a central bank attempt to smooth the leverage cycle

1. in the same way that interest rate rules are used
2. in attempts to smooth shocks to the business cycle.

> Geanakoplos’ model predicts that this “macroprudential” policy
operates on the decisions of the marginal investor.
1. The marginal investor determines the price of an asset = for
example the winner’s curse.
2. Macroprudential policy functions to control the asset demand
of just a few “outliers” in asset markets.

JIM NASON (FINANCIAL FRICTIONS, P.
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GUERRIERI AND LORENZONI (NBER WP 17583, 2011)

RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL

INTRODUCTION

> Guerrieri and Lorenzoni (GL) study a life-cycle model in which households
are ex ante identical, but are ex post heterogeneous.

> Several important papers in this class of models are

1. Bewley, T. (1977, “The Permanent Income Hypothesis: A Theoetical
Formulation,” Journal of Economics Theory 16, 252-292).

2. Aiyagari, R. (1994, “Uninsured Idiosyncratic Risk and Aggregate
Saving,” Quarterly Journal of Economics 109, 659-684).

3. Huggett, M. (1993, “The Risk-Free Rate in Heterogeneous-Agent
Incomplete- Insurance Economies,” Journal of Economic Dynamics
and Control 17, 953-69).

4. Nakajima, M. (2012, “Business Cycles in the Equilibrium Model of
Labor Market Search and Self-Insurance,” International Economic
Review 52, 399-432).

5. Chapters 17 and 18 of Ljungqvist, L. and T.J. Sargent (2012, RECURSIVE
MACROECONOMIC THEORY, THIRD EDITION, Cambridge, MA: MIT Press).

> These models are solved using numerical methods.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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GUERRIERI AND LORENZONI (NBER WP 17583, 2011)

RISK, LEVER AND ASSET PRICES IN A DSGE MODEL

THE GL AIYAGARI-HUGGETT MODEL: BRIEF REVIEW

Since households plan over a life-cycle, they want to smooth consumption
as in any PIH model.

Households can be creditors or debtors as they smooth consumption, given

1. labor supply decisions face idiosyncratic transitory income shocks,
2. there is an exogenous borrowing limit, no physical capital, and the
only asset is a unit discount bond => incomplete financial markets.

GL explore the response of households to an aggregate shock that tightens
collateral constraints for all households.

1. Debtors react to tighter collateral constraints by paying off their loans
and not taking on new loans.

2. = Deleveraging by debtors as they self-insure against future (bad)
idiosyncratic income shocks.
3. Creditors also self-insure by increasing their savings.

4. = Precautionary motive driven by third derivative of a household’s
utility function.

JIM NASON (FINANCIAL FRICTIONS, P.
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RISK, LEVER E, AND ASSET PRICES IN A DSGE MODEL

THE GL ATYAGARI-HUGGETT MODEL: HOUSEHOLDS
> A household, taking address i on the unit interval, has lifetime preferences

E; { i BU (Ci,ty Tli,t)
Jj=0

where ¢; ¢, ni, and 0;; are its consumption, labor supply, and its idiosyncratic labor
supply shock, which follows a first-order Markov chain drawn from @g = [0 ... BS]’.

it e@s}, B € (0, 1),

> The technology, 0;n;, generates output, y; ¢, for the ith household.
1. There are no aggregate shocks in GL’s baseline model.
2. Normalize 0; = 0 = household is in the unemployment state.

> The household’s budget constraint is q; b 41 + Cit + Tit < Vi + bit + Ui, where
q¢ is the price of the unit discount bond b; ;.1 household i carries into t+1 from t,
Ti. is tax household i pays that is a common lump sum tax, T, net of household i’s
transfer v;; from the government = when 0;; = 01 =0, v;; > 0 and Ti; = Tt — Ui ;
otherwise T;; = 7 and v;; = 0.

> All households face the exogenous borrowing constraint ¢ > 0 = b; 41 = —¢.
1. Common ad hoc bound on debt accumulation, b;;.; < 0, by households.
2. The natural debt limit of household i is the expected PDV of its labor income

o0 j -1 —
= b1 = —Et {Zj:o[HLO(l +Vt+k)] Oit+j ni,tﬂ'}, where 1 + 1 = g; .

3. GL want the natural debt limit smaller than —¢.
4. The necessary assumption is v;; > 0.
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GUERRIERI AND LORENZONI (NBER WP 17583, 2011)

RISK, LEVER AND ASSET PRICES IN A DSGE MODEL

THE GL ATYAGARI-HUGGETT MODEL: EQUILIBRIUM AND OPTIMALITY

>

>

The date t state vector is (b, 0;) = ciy = Ct (b, 0;) and nir = N¢(bi, 0).

Substitute C; (b;, 0;) and N; (b;, 0;) into the household budget constraint

1. to obtain b; ;4 given 7y, by, and T, for t = 1, 2, ... oo.

2. = a density function ¥; (b;, 0;) that maps the state from t into t+1.
Definition 1: An equilibrium is a sequence of endogenous relative prices {1} ; and
exogenous fiscal shocks {T¢};, a sequence of decisions {Ct(hi, 0;), Nt (b;, ei)}t:1
and a sequence of state transition distributions ¥; (b, 0;), given ¥ (b;, 0;), such that

1. {Ct(bi, 0;), N¢ (b, 9’7)}}:1 are optimal given {r¢};>; and {7¢};_4,

2. the law of motion ¥; (b;, 0;) conforms with 1.,
3. the government budget constraint holds, T = By — ¥¢B¢+1/(1 + ¥¢) + uuy,
where B = B; for all t and u = Pr(0; = 0; = 0), and

4. the bond market clears, B = Jh,t‘ﬂ (by, 0;)di, otherwise r; — oo.

Along any equilibrium path, optimality requires 6;;U; (ci,[, ni,t) =U> (ci,[, ni,t)
given 0y # 01, and Ui (cig, mie) = B+ 7)Ec{ Ui (cier, nigin) |

1. Intratemporal optimality is satisfied trivially when 0;; = 61 = n;; = 0.
2. Intertemporal optimality holds with equality if b; ;1 > —¢.

JIM NASON (FINANCIAL FRICTIONS, P.
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GUERRIERI AND LORENZONI (NBER WP 17583, 2011)

RISK, LEVERAGE, AND AS PRICES IN A DSGE MODEL

THE GL AIYAGARI-HUGGETT MODEL: SUMMARIZE RESULTS

> Relative prices and real activity responds to an aggregate shock to ¢ by following
¥, (b;, 0;) to a new steady state.

> The most indebted households aim to smooth consumption
1. by deleveraging quickly given the shock to ¢¢ = consumption smoothing
reinforced by precautionary motive,
2. lower consumption and/or supply more hours to the market to raise their
labor income.
3. Given 73, the drop in ¢;; appears to be a preference shock to f = an increase

in U, (ci,t, 711',:) produces a “Jensen effect” in E; {ul (Ct,t+1, ni,t+1)}-

> Deleveraging generates two different interest rate responses.

1. The borrowing/lending rate jumps down at impact.

2. At longer horizons, the interest rate rises to a new steady state as households
adjust their portfolios in response to an increase in ¢p = tighter lending
standards generates overshooting or a humped shape response in 7;.

> Whether a indebted household lowers consumption less/more than its labor supply
depends on the respective interest rate and income elasticities.

> Results are robust to adding nominal frictions and durable goods.
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INTRODUCTION

» Holmstrom and Tirole tie risk premium to the lack of pledgeable income.
1. At the start of a project, an entrepreneur cannot credibly pledge the
project’s future income to investors.
2. Risk premium < liquidity premium, but only on short term assets.

» Jermann and Quadrini (JME, 2007) address the question of the sources and causes
of the tech boom and bust in the U.S. of late 1990s.

1. Construct a RBC model in which entrepreneurs have access to production
technologies exhibiting diminishing returns to scale, but

2. there is the potential entrepreneurs will abscond with some of the proceeds
of a project promised to investors = some project income is not pledgeable.

3. Liquidity shortage = initial project size smaller than optimal,

4. the size distribution of firms is endogenous and evolves over time, and

5. aggregate productivity is endogenous because it is a function of the size
distribution of firms.

> Bigio (2012) & Shi (JME, 2015) study liquidity/collateral constraints in RBC models.
1. The deep structure of liquidity and collateral constraints may be
observationally equivalent to risk premium and/or net worth shocks.
2. However, these shocks need extraordinary persistence and volatility to
replicate observed fluctuations in asset prices/returns and real activity.
3. Liquidity and collateral constraints are missing something important
going on financial markets.

JIM NASON (FINANCIAL FRICTIONS, PAR
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RISK, LEVER

HOLMSTROM AND TIROLE: LIQUIDITY ASSET PRICING, I

> Suppose entrepreneurs are heterogeneous, but investors are not.

1. Some firms have excess liquidity in good states of the world while
the liquidity demand of other firms is not state contingent.
Investors are risk neutral = consumption is not state contingent
= invest at t=0 and expect to “consume” the same bundle

in every state at t=1.

2.

> Assets are priced at t=0 = the t=0 price of liquidity at t=1.

The two states are a high, H, liquidity shock state and low, L, state.

The probability of the H (L) liquidity shock state is fy (f;), where fg + fL =
The prices of liquidity in the H and L shock states are sy and sy, where s; > 1,
Jj = H, L, because investors’ consumption is not state contingent.

4. => The state contingent price of liquidity in state j = s;f’;.

1.
2.
3.

JIM NASON (FINANCIAL FRICTIONS, PAR
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HOLMSTROM AND TIROLE: LIQUIDITY ASSET PRICING, II

> What is the non-state contingent or unconditional price of liquidity?
1. Suppose there is excess demand for liquidity in state H = sy > 1, but
not in state L = sy = 1.
2. The price of liquidity g = fgsy + fr X 1 = the liquidity premium is
Q*lsz(SH*l).

> Arisk free asset provides non-state contingent liquidity in every state
1. The yield, k, on this asset is 1-q = —M <0.
q 1+ fu(su—1)
2. If g = 1, the liquidity premium = 0, k = 0, and sy = 1 = not excess demand
for liquidity in state H.
3. Otherwise, k < 0 = suppliers of liquidity charge a premium to buyers,
but this is not a discount on future consumption.

> Suppose entrepreneurs issue long-term bonds with a par value = 1 and a maturity of

n periods to fund projects.
1. Assume investors expect payoffs of 0; , = 1 and 0y, < 1 = partial default in
the H liquidity shock state.
2. = At t=0, the price of the bond gn = fHsSHOun + f1 X 1 and
. . . fuOHn — dn ngH,n(l_SH)
3. its yield is ky an 1= Fy (L= 0Omnsn)
4. The term premium, K, — K, is positive because there is a potential for the risky
bond to default (partially), On,n < 1 = in HT’s model, the term premium on
risky assets should always dominate the liquidity premium.

= Kp — k > 0.

JIM NASON (FINANCIAL FRICTIONS, PAR
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INTRODUCTION: JERMANN AND QUADRINI (JME, 2007)

> JQ construct a RBC model in which expectations of shifting between a low growth
and a “new economy” generate booms and busts.
1. Expectations are grounded in fundamentals of TFP growth and a first-order
Markov chain that sets the TFP growth regime = there are two TFP regimes.
2. One TFP regime is low growth. The other is high growth = the new economy.

> The endogenous mechanisms of the RBC model are
1. entrepreneurs do not necessarily obey debt contracts
= limited enforcement of collateral constraints and
2. diminishing marginal returns (DMR) at the firm level.

> Entrepreneurial projects or firms are heterogeneous w/r/t to size.
1. Firm size is a function of age = as firms age they grow or cease to exist.
2. = The size distribution of firms is endogenous and dynamic.
3. TFP shocks are common across firms, but aggregate productivity
is a function of the size distribution of firms.

> Ex: Switch to the “new economy’ regime and raise expectations of future growth.
1. The expected PDV of firm profits rise = eases collateral constraints giving
a boost to the size and marginal products of new projects.
2. Existing firms respond by shrinking to equate MPs across firms.
3. = Reallocates factor inputs from older to younger firms.
4. The distribution of firm size becomes more peaked, which raises aggregate
productivity = DMR
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JERMANN AND QUADRINI: HOUSEHOLDS AND THEIR PREFERENCES

> The unit mass of households have finite lives.
1. Let o« = probability of surviving from date t to date t+1
= the mass of new households is 1 — «.
2. A fraction e of new households are endowed with an investment
project = they become entrepreneurs given financing.
3. The remaining new households, 1 — e, become workers.

> Household preferences are E; Z (m) [ct - mt(ht)] , where
=0

1. ¥, ¢t, ht, and @¢(-) are the household’s subjective rate of time
preference, consumption, hours worked, and the disutility of work.

2. Preferences are risk neutral w/r/t ¢; = r is the riskless rate.

3. JQ need a balanced growth path equilibrium = a time-varying
disutility of work, where @;(0) = 0 (for entrepreneurs, h; = 0)
and @y () is strictly convex for all dates t = its a cost function.

> A worker’s labor market optimality condition is @ (h¢) = w¢/(1 + r), where
workers are paid tomorrow for supply labor today, w; is the (real) wage, and

@; (h¢) implies a labor supply function = h; = ;! ( Wt )

JIM NASON (FINANCIAL FRICTIONS, P.
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JERMANN AND QUADRINI: TECHNOLOGY, PROJECT FINANCE, AND ENTREPRENEURS

> Entrepreneurs need capital, k¢, and labor, ¢, to run
1. the CRS technology ¥ (k¢, £;), which uses date t inputs to produce date t+1

output, ve1 = z¢ F(ke, £)°,
2. where z; is TFP common to all firms = aggregate productivity, and
3. 0 € (0,1) = y41 is produced with decreasing returns to scale (DRS).
4. Assume a fixed start up cost k; to produce y;1.

> Projects cease operation either because
1. an entrepreneurs dies (with probability 1 — «) or the project is no longer
productive with probability 1 — ¢;.
2. = An entrepreneur’s project survives with probability «¢;,
3. where ¢ is generated by a first-order Markov chain, which is rigged
to deliver a falling survival probability as firm ages.

> New projects need more k; than entrepreneurs own.

1. Entrepreneurs borrow from investors, but complete enforecement of debt
contracts is not possible = similar to HT’s problem of an entrepreneur not
being able to credibly pledge all the proceeds of an investment project.

2. An entrepreneur can draw a private return or income from the project,

D; = Ayir+1, A > 0, = Dy is the value of the firm at default.

3. If D; > 0, the firm stops production and its k; has zero value in outside
alternatives = full depreciation or § = 1.

4. = 1 — A = cost to investor of default by a firm per unit of k; = costly
state verification problem of Williamson (1987).

JIM NASON (FINANCIAL FRICTIONS, PAR
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JERMANN AND QUADRINI: AGGREGATE TFP SHOCKS AND BALANCED GROWTH

> TFP growth: gzt = (9=, 9z,H), 0 < gz < gz,u, and gz > O for all t.

> There are i = 1,2 first-order processes generating serial correlation in g .
1. = TFP is subject to regime shifts, where regime shift process is the
first-order Markov chain Y (i’ | i), where i’ is the date t+1 state, i = 1, 2.
2. Denote the transition probability I3 (g5 | g), i = 1, 2, where g}, = gz t+1.

> Strictly positive g, = no limit on z; = it grows without bound.

1. The equilibrium path of the economy has to be balanced = otherwise

equilibrium decision rules are not convex.
1-0 - .

2. Letl +gzr=(1+g) “Cand A; = ]_[3:(1)(1 + gi—j) and specify
Flke, €) =k§ 0] 7€ € € (0,1), @¢ = xA¢hY, and k¢ = kKA, v,k > 0,

3. to insure convex decision rules that generating equilibrium outcomes
fluctuating around the stochastic trend Ay.

4. = InA; =~ Inzy — Inz; = divide by t = annual average stochastic
growth rate, which is used for stochastic detrending.

JIM NASON (FINANCIAL FRICTIONS, P.
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JERMANN AND QUADRINI: ASSET PRICING
> Firms leave date t with revenue equal to R¢ = (1 — 8)k¢ + z¢ F (k, €t)9 — wily.

> FONC w/r/t bp: wi = 020 F (ke, €0)° " Fy(ke, £r) = 0z¢ Fy(ke, )’ = F (-, -) is CRS.
1. = The labor demand schedule ¢; = Gflzflfjl(kt, wt)g and k¢ /O = f(we).
2. = A firm’s revenue is a function of TFP, capital and the real wage
R(ze,ke,wi) = (1= 8)ke + 2o F (ke, Lz, ke, wi))® = wil(ze, ke, w).

> The market value of a firm at date ¢ is a function of the future expected stream of
R(zt, ki, wt) and whether the firm will continue into date t+1.
1. If the firm survives to date t+1 = R(z¢, k¢, ) — ki+1, and otherwise
2. kt+1 = 0, the firm defaults at the end of date t leaving R (z, k¢, Wt ).

> Suppose there exists an equity market in which claims on “dividends” are traded.
1. Dividends are R(z, k¢, wt) — kt+1 for ongoing firms =

1 o [t-1
P = <m> E; { > (}_[ 3:) [R(an,knj,wnj) - 0<¢t+jkt+1+j]}-

=0 \s=j

where B; = ag;/(1 + r) and «¢; is the probability of a firm’s survival.
2. Stochastic detrending yields

Pr =kt — Et{i [tﬁ Bs(1 +9:+1)} [(ﬁ)R(kPrijHj) —kt+j]]’-

J=0Ls=j

JIM NASON (FINANCIAL FRICTIONS, P.
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JERMANN AND QUADRINTI: TIMING OF EVENTS AND FINANCIAL CONTRACTS
> Workers and entrepreneurs learn about ¢y, z, Ii(g,|g.), and Y(i’|i) at the
beginning of date t.

> A firm owns (1 — 8)k¢—1 + z¢—1 F(ke-1, Et,l,)g, which are used to pay
1. the wage bill w:¥; and investing in new capital, k¢, which implies dividends.
2. Given these actions, the firm hires ¢; to produce ;1 and decides whether or
not to default on its debt.
3. = Entrepreneur reneges on debt prior to observing z;,1, which is key to
designing the debt contract.

> Assume debt contracts are always obeyed by entrepreneurs.
1. = Equilibrium has ex post identical entrepreneurs w/r/t their investment

decision, k; = k for all dates t, where

2. k=arg maxj, {( R(k,w) — k} = the mass of firms is constant at every

1+r
moment in time without default.
3. = Start up costs and labor supply are constant along the balanced growth

path = R; = k and @ (h) = xh",but &; = 0~'z;' F; 1 (k, w)?.

> Suppose this economy is subject to regime switch from i to i’.
1. = Shift in the Markov chain generating g, which alters the expected
discounted value of firms.
2. = Change (conditional) probability density function of TFP growth drives
change (conditional) probability density function of 2.
3. However, there is no impact on current decisions only on future decisions.

JIM NASON (FINANCIAL FRICTIONS, PAR
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JERMANN AND QUADRINI: FINANCIAL CONTRACTS WITH DEFAULT

> Suppose the economy also has investors offering entrepreneurs a financial contract
that conditions on the potential for default.

> The contract imposes four constraints on entrepreneurs.

1. The contract promises an entrepreneur an optimal stream of consumption
=q= BE{(I +g')[c(S) + q(S’)]}, where ¢ is the value of the contract to the
entrepreneur, S’ = (s’, ¢’), and s’ is a vector of z’, I; (g% |g.), and Y(i'|1i).

2. The ICC is D(k, W(S’)) < BE{(I +9)[c(S) + q(S’)]}, from which the optimal
k is set by the financial contract.

3. There are two non-negativity constraints, ¢(S’) > 0 and g(S’) > 0 = investors

promise neither to borrow nor impose transfers on entrepreneurs.
4. The remainder of the value of the contract is claimed by the investor.

> Let V(S', q) = aggregate value of the contract at end of the current period net of k
= investor solves the dynamic program to construct the optimal contract under
default

V(S q) =Maxy ((s), (s) [<1ir)zz(k,w(s)) —k+ BEf(1+4)V(S, q(s’))}],

s.t., the promise, IC, and non-negativity constraints.

JIM NASON (FINANCIAL FRICTIONS, PAR
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JERMANN AND QUADRINI: OPTIMALITY CONDITIONS OF THE FINANCIAL CONTRACT
> The FONCs w/r/t k, ¢(S'), and g(S') are

1

L= (m)m(k, w(s)) - ADx(k, w(S)),

2. A1 — A2 = 0, given an interior solution ¢(S") > 0,

3. A1(S) — A1 + A2 = 0, where A;(S') = BE{(l +g')Vq(S', q(S’))} for all §',

4. a=PBE{(1+g')[c(s") +a(s)]}, and

5. q— D(k, w(S)) > 0, given Ay > 0, but ¢(S’) = 0, where

6. A1 and A; are the Lagrange multipliers tied to the promise and IC constraints.
> W/r/t k: Cost of investing one unit of k = discounted value of the marginal revenue

contributed by the one unit of k net of the marginal change in the default value of the
investment priced at the marginal value of the entrepreneur’s share of the contract.

> W/r/t c¢(S") and g(S’): c¢(S") = 0if A;(S") > 0 = A; falls when the ICC binds, but as
A1(S’) — 0, expectations are the ICC will not bind in the future = A, = 0 for all S’.
1. When entrepreneurs expect not to be constrained in the future, A;(S') = 0
= the FONC w/r/t k yields the optimal k(S’).
2. However, the choice of k and ¥ is suboptimal for the entrepreneur along
the path of A1 (S’) — 0, because A > 0 until A; (S") reaches zero.
3. While the ICC still binds, g = D(k, W(S)) and ¢(S') = 0 = expectations
of future TFP drive decisions about k; and ¢; because in the current state
of the economy the promise and IC constraints bind.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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FINANCIAL FRAGILITY, LIQUIDITY, AND COLLATERAL JERMANN AND QUADRINI (JME, 2007)

COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL

JERMANN AND QUADRINI: EQUILIBRIUM

> Proposition 1: There exists g(S’) such that

1. The value function V(S’, g) is increasing and concave in g > G(S’).
2. The choice of k is the minimum value on the real line between
k=pD"1 (q, W(S)) and k(S').

3. If g < BE{(l + g’)q(S’)}, the solution ¢(S’) = 0 is unique.
4. If g > BE{(I + g’)q(S’)}, ¢(S’) > 0 with a multiplicity of solutions.

> Proof: Rely on the concavity of the debt contract’s dynamic program.
1. The trick is to hold the DRS “fixed” = V(S’, g) is unique.
2. The dynamic program satisfies the conditions for Bellman’s equation
= necessary conditions for optimality and a contraction mapping.

> Along the equilibrium path, an entrepreneur chooses k, c(S’), and g(S’) to
fluctuate around the balanced growth path.
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JERMANN AND QUADRINI: THE INITIAL FINANCIAL CONTRACT

> Investors offer entrepreneurs debt contracts in a competitive debt market.

> When a entrepreneur enters the debt market the first time

1. V(§, q) = g + k = the value of the contract equals at least the
entrepreneur’s valuation of the contract plus the stochastically
detrended fixed cost of starting the investment project or
zero profits for investors.

2. Investors offer go(S’) = Max g, s.t. the zero profit condition.

3. Since Proposition 1 establishes V (S’, g) is increasing, concave, and
has zero slope when g > G(S').

4. = The investors’ zero profit condition binds.

. = V(S, q) — g falls as g rises if g = G(S’).

. As grises, k is higher = a larger initial investment and labor demand,

which increases aggregate capital and employment.

(o R}
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL

JERMANN AND QUADRINI: THE RECURSIVE EQUILIBRIUM

> Definition: A recursive equilibrium consists of
1. the consumption function ¢(S) and labor supply function h(S),
2. the financial contract’s value function V (S, g),
3. the investment function k(S, g), consumption function ¢ (S, g) (S'),
and the value of debt contract g(S, q) (S’) for the entrepreneur,
. the initial value of the financial contract for new entrepreneurs g (S),
. the wage function w(S), which workers and firms take parametrically,
. aggregate investment equals aggregate savings from workers and
entrepreneurs, labor supply equals labor demand, and
. the law of motion of the exogenous state vector S’.
. = Worker and entrepreneurial decisions are optimal,
. w(S) clears the labor market, and the goods market clears, and
. workers and entrepreneurs hold rational expectations = their
subjective beliefs about the law of motion of S’, go(S), g(S), and w(S)
match market outcomes.
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FINANCIAL FRAGILITY, LIQUIDITY, AND COLLATERAL JERMANN AND QUADRINI (JME, 2007)

COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL

JERMANN AND QUADRINI: SUMMARY

> JQ show that expectations about future TFP affect financial constraints,
which alter current production decisions = a KM-like result.

> Layer on top of this mechanism regime shifts in the mean TFP growth rate
that generate boom and busts in “equity” prices.

> This RBC model also generates a positive correlation between current
labor input and future productivity.

> This is not the same as having a DSGE model that predicts movements
in asset prices are a source of business cycle fluctuations.

> Still, JQ’s RBC model suggests a mechanism to transmit financial market
shocks to the real economy.
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE BIGIO (MANUSCRIPT, COLUMBIA B-SCHOOL, U. OF COLUMBIA, 2012)
RISK, LEVER E, AND ASSET PRICES IN A DSGE MODEL

INTRODUCTION: BIGIO (LIQUIDITY SHOCKS AND THE BUSINESS CYCLE: WHAT NEXT?)

> NK-DSGE model often include ad hoc/reduced form shocks interpreted as
financial market disturbances.
1. Preference shock to real sovereign debt in the utility function
= arisk premium shock.
2. A shock to investment adjustment costs = a shock to net worth.

> These are “observational equivalence” results.

1. A preference shock to the utility value of the transactions services
provided by real sovereign debt in that along the equilibrium path this
economic primitive acts as if its a risk premium shock.

2. Shock to the cost of adjusting investment alters the market value of
capital to its replacement cost, which is a shock the BGG external
finance premium = a shock to the spread on the return to projects
over the riskless rate.

> Observational equivalence suggests these shocks and the associated utility
and technology functions are not deep economic structure.

JIM NASON (FINANCIAL FRICTIONS, PAR
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE BIGIO (MANUSCRIPT, COLUMBIA B-SCHOOL, U. OF COLUMBIA, 2012)
RISK, LEVER E, AND ASSET PRICES IN A DSGE MODEL

A DSGE MODEL WITH WEALTH IN UTILITY AND A PREFERENCE SHOCK

> Suppose period utility of the representative household is
Ince + V(L = ng) + 0 W(Brs1/Pr),

1. where ¢, n¢, 0, Br+1, and P; are consumption, labor supply, a preference
shock to the household’s utility value of real government debt, one-period
government debt, and the aggregate price level and the household discount
factor is B € (0, 1).

2. The budget constraint of the household is
¢t + Xt + Biy1/P < viky + wing + Rpy 1Bt/ Py,
where x¢, ¥, w¢, and Rp—1 are investment, the real rental rate of capital, k¢,

the real wage, and the nominal return on B;.

3. The law of motion of k;.; is
k[+1 = (1 - 6)1{1} + [1 - Q (Xt/thl)]Xt,

where Q (x;/x;-1) is a cost of adjustment function in investment growth,
Xt/Xt-1.

JIM NASON (FINANCIAL FRICTIONS, PAR
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE BIGIO (MANUSCRIPT, COLUMBIA B-SCHOOL, U. OF COLUMBIA, 2012)

RISK, LEVER E, AND ASSET PRICES IN A DSGE MODEL

IDENTIFYING A RISK PREMIUM SHOCK

>

The FONC of Bi+1 is A1t — 0t W/ (bis1) = BRp,tEt {)\LHI/TrH, }, where A;; is the
Lagrange multiplier on the budget constraint, b1 = By+1/Pt, and 111 = Pry1/P.

The FONC of kr+1i8 Ao = BEr {Ay 141741 + Ag 1 (1 - 6) ], where Ayt is the
Lagrange multiplier attached to the law of motion of capital.

The FONC is g4 A1, = BE; {)\1,“1 [ + e (1= 6)]}, where Tobin's g is g = %

Combine the FONCs to find an arbitrage condition on the real returns on k;; and By

B e ([ v - | 2 - Sl Gy,

t+1 ac Tt+1 B

in which the preference shock, ¢, and W’ (b;;1) generates a wedge in the arbitrage
between these returns on the risky and (nearly) riskless assets.

The right side is observationally equivalent to the external finance premium of BGG,
but the wedge has two competing interpretations.

1. A risk premium compensating the household for giving up a unit of the
riskless asset, b; 1, to hold more of the risky asset, k¢4 1.

2. A collateral constraint shock, ¢¢, that disturbs the value of collateral, W’ (b;41).

JIM NASON (FINANCIAL FRICTIONS, PAR
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE BIGIO (MANUSCRIPT, COLUMBIA B-SCHOOL, U. OF COLUMBIA, 2012)

RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL

IDENTIFYING A SOVEREIGN DEBT DEMAND SHOCK

> The FONC of B;;; also yields a demand function for sovereign debt.

> Let W(Bt+1/P¢) =In B}g—” and pass the In operator through the FONC of B;4; to
t

obtain

In Blt;l =Inc — In [1 — BE; {L}] + ug,

t T+19t+1

where 1/c; = A14/Bt, ge+1 = ces1/ct, and uy = —Ing;.

> The FONC has become a demand function for sovereign debt that

1. has a unit demand elasticity on consumption,

2. anegative (semi-)demand elasticity on the (expected) real rate, and

3. the preference shock, g¢, is interpreted as a (potentially serially
correlated) sovereign debt liquidity demand shock.

4. See Krishnamurthy and Vissing-Jorgensen (2012, “The aggregate
demand for Treasury debt,” Journal of Political Economy 120, 233-267).
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE BIGIO (MANUSCRIPT, COLUMBIA B-SCHOOL, U. OF COLUMBIA, 2012)
RISK, LEVER E, AND ASSET PRICES IN A DSGE MODEL

IDENTIFYING A SHOCK TO NET WORTH
> Include a depreciation shock, y;, in the law of motion of k; .1,
ki1 = (1 —ped)ke + [1-Q (x,/x,_1)] xt,
> The depreciation shock, i, is interpreted as shock to the marginal efficiency of
investment; see Greenwood, Hercowitz, and Huffman (1988, “Investment, capacity

utilization, and the real business cycle,” American Economic Review 78, 402-417).

> Shut down the preference shock ¢; and add p; to turn the arbitrage condition into

+ + R ’
E; {AI,H—I ([;t LG *I»lt+15)j| deet _ L)} = %W (bts1)-

t+1 at Tl +1

> The arbitrage condition shows u; operates on the real return to the project or equity.

» Remember BGG equate the external finance premium with a firm’s net worth.
1. At the margin, the net worth of the firm is the return on equity valued at the
change in Tobin’s ¢ = change in the market value of capital to its book value.
2. The depreciation shock is observationally equivalent to a net worth
disturbance.
3. Since ¢; and p; are not risk premium, collateral constraint, liquidity, or net
worth shocks, Bigio asks what the economics of these disturbances are.
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE BIGIO (MANUSCRIPT, COLUMBIA B-SCHOOL, U. OF COLUMBIA, 2012)
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL

BIGIO: LIQUIDITY SHOCKS

> Liquidity: An asset is liquid in trade if the buyer and seller are better off.

1.
2.

= Liquidity shocks affect the value of assets in trade.
Trade falls when liquidity shocks lower the collateral value of assets.

> Bigio’s builds a version of the Kiyotaki-Moore model that has workers,
savers, and entrepreneurs = the latter agents have projects but not
sufficient resources to fund their projects.

»> There is moral hazard when entrepreneurs run a project.

1.
2.

Entrepreneurs have to invest some of their own resources in a project.
The economy is inefficient because not all projects are funded = these
projects cannot credibly commit future returns to investors today.

. A liquidity shock makes this problem worse by tightening collateral or

external financing constraints.
= Assets are less liquid, which indicates entrepreneurs obtain less
funds from investors.

. The price in the market for funds is greater than the replacement cost

of capital = Tobin’s g > 1, which is a sign of an inefficient allocation
of investment.
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE BIGIO (MANUSCRIPT, COLUMBIA B-SCHOOL, U. OF COLUMBIA, 2012)

RISK, LEVER E, AND ASSET PRICES IN A DSGE MODEL

BIGIO: LIQUIDITY SHOCKS, ASSET PRICES, AND BUSINESS CYCLES

> Bigio uses nonlinear solution methods to solve his version of the KM model.

1. The solution has two equilibria separated by a “liquidity frontier.”

2. One set of equilibria mimic the behavior of RBC models.

3. In the other equilibria, liquidity shocks are observational equivalent
to shocks to the marginal efficiency of investment.

4. Collateral constraints bind in these equilibria = efficient allocations of
resources or “investment wedges,” which Bigio equates with Tobin’s g.

> Characterizing the Equilibria: Along the liquidity frontier, the impact of liquidity
shocks on collateral constraints varies positively with the external finance premium.

1. Liquidity shocks have the biggest impact on the economy in states of small
capital stocks or large TFP shocks.

2. Still, the business cycle is not highly correlated with liquidity shocks.

3. The reasoning is similar to that used to explain the limited role of investment
shocks in DSGE models = investment in any period is small relative to the
capital stock (i.e., investment is rarely more than 8% of the capital stock.

4. Investment shocks in Bigio’s model have to be implausibly large to produce
business cycle movements, say, in output = liquidity shock generate financial
crises in which case Bigio’s model economy nearly fails.

5. Bigio: Will need to include other nominal and real shocks to the DGSE model
to fit aggregate data of a developed economy.
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RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

INTRODUCTION: SHI (U. oF TORONTO, WP459, 2012)

» Two questions motivate the paper.
1. Are exogenous shocks an important source of changes
in liquidity in financial markets?
2. Do these changes in financial market liquidity drive
business cycle fluctuations?

» Employ the “liquidity shock hypothesis” to study these questions.

» The LSH consists of several steps.

1. A rapid drop in financial market liquidity suggests asset prices
fall = an extrinsic shock can cause the drop in liquidity.

2. If investors use assets to back their debt, the fall in asset values
produces collateral constrains that bind (more tightly).

3. Given lower investment, real aggregate activity can decline
enough to signal the start of a recession.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A KM MODEL WITH TwWO FINANCIAL MARKET FRICTIONS

» Shi studies a RBC model with two Kiyotaki-Moore (KM) style
collateral constraints.
1. A firm can sell only 0 € (0, 1) of its investment as new equity.
2. Firms are also limited to selling no more than ¢ € (0, 1) of
their existing equity (i.e., capital) = liquidity shocks tied to
unexpected changes in ¢.

» Limited Participation: There is a representative household whose
members engage in separate activities during each date t.

» Shi solves the dynamic program of this household.
1. = recursive competitive equilibrium.
2. The solution yields decision rules of the household
that can be used to study the KM-RBC numerically.
3. Calibrate the KM-RBC model to “test” the LSH.
4. = choices of 0 and ¢ conditioned on data.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

THE KM MODEL WITH TWO FINANCIAL MARKET FRICTIONS IS A PUZZLE

» The LSH is rejected in part by Shi given his calibration.

> Let there be a large negative liquidity shock = a large cut in ¢ that
tightens collateral constraints when a firm sells its existing equity.
1. Real activity falls at the model’s calibration.
2. Equity prices rise instead of falling, according to the model.
3. = Is the LSH a useful story of financial crises and/or
business cycle fluctuations?

» Shi argues his results are robust to adding debt finance, which
loosens
the collateral constraint on firm’s associated with ¢.
1. A shock to ¢ tightens collateral constraints that makes
funding investment projects more difficult for firms.
2. = Price of the liquid asset, the fraction of equity available
as collateral, rises with its demand all else constant.
3. This increase in equity prices is enough for the aggregate price
of equity to rise in response to an unexpected drop in ¢.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: THE HOUSEHOLD

» Infinite horizon economy with a continuum of households
on the unit interval.

» The household consists of

1. a unit mass of members that are ex ante identical and
2. are hit with an iid shock that determines whether they
are entrepreneurs with probability T € (0, 1) or
workers with probability 1 — 7r.
. Workers are endowed with nothing more than a unit of time.
. Entrepreneurs are endowed only with an investment project.
cg = consumption of the entrepreneur.
. 1 = entrepreneur’s investment.
. ¢y = consumption of the worker.
. £ = the worker’s labor supply.

XN Uk W
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: TIMING ASSUMPTIONS

» Each date t is divided into household, production, investment, and
consumption action subperiods.

» Households: They enter date t with capital k, equity claims s, and
government bonds b (i.e., liquid assets).
1. Given all members of the household are ex ante the same,
they receive equal amounts of k and shares of s and b.
2. After 17 is realized, state dependent actions for cy, ¥, sy,
by, ck, i, g, and by are given to workers and entrepreneurs,
where x;,; is denoted x’.

> Production technology: v = A¥ (kp, ¥p), where y is output, A is
TFP, F (-, -) is CRS, and D denotes demand.
1. A ~ stationary first-order Markov process.
. Pay equity claims on kp and worker wages after y is realized.
. Capital depreciates atrate 1 — o, o € (0, 1).
. Equity holdings are normalized by o to ground future
dividend payments on net capital.

B w N
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RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TwO FINANCIAL FRICTIONS: TIMING ASSUMPTIONS, CONT.

» Investment: Entrepreneurs ask households to finance their
investment projects.
1. At date t, the entrepreneur creates a unit of new capital
= { per unit of the single consumption good.
2. Goods and asset markets open = workers and entrepreneurs
trade s and b, which results in (s}, byy, Sg, bg).
3. New capital is available for production next period.

» Consumption: cy and cg end date t.

» The household regroups only at the beginning of date t+1.

JIM NASON (FINANCIAL FRICTIONS, P.
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RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: THE FRICTIONS

» Remember that a household holds onto 1 — ¢ of the s shares of
equity with which it enters date t = only ¢ X o X s can be used
to fund new projects.

> Also, the share of equity finance in one unit of investment (i.e., a
new project) is 6 at most = a lower bound of 1 — 6 on the equity
the entrepreneur’s household owns per unit in a new project.

» Can motivate 0 and ¢ with
1. moral hazard by an entrepreneur limits the willingness of
others to invest in new projects and
2. adverse selection places an upper bound on amount of equity
that can be sold into the market at any moment in time.

> Assume 6 and ¢ are constants, but
1. can set ¢ ~ stationary first-order Markov process.
2. = Changes in ¢ represent movements in the liquidity of equity
used to finance new projects.

JIM NASON (FINANCIAL FRICTIONS, P.
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: THE GOVERNMENT

» Government spends real resources, taxes households, and issues
debt.

1. g = government spending,

2. T = lump sum tax revenue,

3. pp = the price of government bonds, and

4. B’ = of new government bonds issued at the end of date t.

» The government budget constraintis g + B =1 + ppB’.
1. Spending plus the cost of paying off maturing bonds
2. = tax revenue plus funds generated by selling new bonds.
3. Assume that g and B = B’ are positive constants.
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE

RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TwO FINANCIAL FRICTIONS: HOUSEHOLD CONSTRAINTS, I

» The household is subject to constraints associated with the
entrepreneur and with the worker.

» The entrepreneur faces liquidity, financing, and budget constraints.
1. Liquidity: sp > (1 - 0)i + (1 — ¢)os.
2. Financing: (v + opq)s + b + 0qi = cg + i + T.
3. Budget: ¥s + b + (i+0s)q = cg + i + qsg + ppbr + T.

» The worker faces equity and budget constraints.
1. Equity: sj, = (1 — ¢p)os.
2. Budget: (r + 0q)s + b + wl > ¢y + qsyy + puby, + T.

» Denote 7, q, and w as the rental rate of capital, the price
of a unit of equity, and the real wage, respectively.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR



LIQUIDITY PREFERENCE, ASSET PRICES, & BANK RUNS
FINANCIAL FRAGILIT Y, ]‘I()Vl\ll)ll\, AND COLLATERAL

COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TwWO FINANCIAL FRICTIONS: HOUSEHOLD CONSTRAINTS, II

» Household constraints aggregate from entrepreneurial and worker
constraints using x = mxg + (1 — )xy,x =c¢, s, b, s’,and b’.

» Thus, the household budget constraint is
(r+oq)s+b+qmi+(1-mwl=c+mi+qs +ppb +T.

» The iid process 1t also means that the household employs the
averaging equation x = txg + (1 — 71)xy to compute cy, sy,
and by, once c, cg, S, Sg, b’, and by are known.
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE

RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: THE HH’S DYNAMIC PROGRAM

> Given preferences are Tr’u(cE) + (1 -m) [’U(cw) - 5—[(9)], the
household’s dynamic program (DP) is

V(s.b,K, A, b) = Max [nu(cE) () [uew) — 91 (0)]

+ BE{V (s bl KL A, ¢) | K. A ¢'}]
where V(s, b,K,A, d)) is the value function.

» The household chooses ¢, cg, i, £, s’, and b’ to solve the DP s.t. the
household budget constraint,

(r+oq)s+b+qmi+(1-mwl = c+mi+qs +ppb +T1,
the entrepreneur’s financing constraint,
(r+o¢q)s+b+0qi = cg+i+T,

and 1, cg, cw, Sy, and by, > 0.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: INTRATEMPORAL FONCS

» Substitute % for ¢y in household preferences and use the
household’s budget for ¢ to construct the FONC w/r/t cg, ¥, and i

WLEAL) () - w(ew)] - B - 0

aCE
oV(s,b,K, A,
P RAS) ey s() = o
and

where &grc is the Lagrange multiplier on the entrepreneur’s
financing constraint.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: INTRATEMPORAL OPTIMALITY

> Write the intratemporal FONCs as U’ (CE) -u’ (CW) = EEFC’ w= ’Z’[((#))'
cw
and g -1=(1 —Oq)&i.
U’ (cw)

> The second intratemporal FONC sets the real wage to the marginal rate of
substitution between work and consumption, = labor supply schedule.

» Define Agrc = gllsiFC, which yield the optimality conditions
u (Cw)
u (CE) = (1 +)\EFC>’u, (Cw),
and g = 1+ (1-0q)Agrc if 0 < i, Agrc.

> These optimality conditions equate
1. the MU of entrepreneurs and workers by scaling the “discounted by marginal
utility” Lagrange multiplier Appc = U’ (CE> >Uu (Cw), and
2. the price of equity to one plus the “price” of a unit of i evaluated at the
“discounted by marginal utility” shadow price of a unit of additional financing
for the entrepreneur = Tobin’s g and g > 1.

JIM NASON (FINANCIAL FRICTIONS, P.
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: INTRATEMPORAL ECONOMICS

> Since U’ (CE> -u (cw) > 0, cg < cy = incomplete risk sharing.

1. Given preferences and the two collateral constraints bind,
2. the entrepreneur invests, i > 0, instead of consuming.

> The “value” of transferring a unit of MU at the equity price from the worker

179‘1, or the entrepreneur’s leverage in a project.

> At market prices and an interior solution the household’s risk sharing
arrangement between the entrepreneur and the worker is

to the entrepreneur is

u’ (cE) 1-0 Tobin’s g

= isk shari dge = ,
u (CW> 1- qu = TSk shatfng wecge entrepreneur’s leverage

1
> An interior solution exists iff 1 < g < o

1. The price of equity is > cost of replacing capital, although no resources are lost
by installing investment, because the collateral constraint binds = 0 < 0.

2. A binding collateral constraint restricts the rate at which the household is
willing to trade ‘U’ (CE) for a unit of U’ (cw) < q.

JIM NASON (FINANCIAL FRICTIONS, PAR
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: INTERTEMPORAL OPTIMALITY

> Similarly the FONCs w/r/t b’ and s’ are

3V (s,b,K, A, V(s b K, A @' |K A '
% — _phru’(CW) + BE (S abfb ¢ ) — O,
and

0V (s,b,K,A, ) , OV (s bl K, AL ¢'|K AL ')
g " —-qu (cw) + BE 35 =0.

> The associated envelop conditions are

8V(s,b,K,A, qb)

b = U (CW) + &EFc,

and
9V (s,b.K, A, )
0s

(r+oa)u (cw) + (r + oda)Eerc.
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RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TwO FINANCIAL FRICTIONS: EULER EQUATIONS

> Appealing to the Benveniste and Scheinkman (Econometrica, 1979)
condition, the Euler equations of the bond and equity markets are

= efian 1452
and

qa = E{g(c{,v, cw) ([1 + ([{:791;,”] (T’ + a'q') - (1 - ¢’)(?,:791;,170'q’>}

where the stochastic discount factor (SDF) is g(c{,v, CW> =B -

> Along any equilibrium path, household choices of ¢, cg, i, ¥, s’, and b’ have
to satisfy these Euler equations, the intratemporal entrepreneur-worker risk
sharing equation, and the intratemporal labor supply equation.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: BOND MARKET DYNAMICS

» The bond market Euler equation equates pj to the SDF plus

1. next period’s “excess return” on equity, (¢’ — 1), per unit of next
period’s market value of the entrepreneur’s share in an investment
project.

2. If expectation is ¢’ — 1, pj equals the SDF = price of a AD security.

3. Otherwise, next period’s collateral constraint is expected to bind,
which inserts a wedge between the AD security’s price and the price of
the government bond = the riskless asset.

4. Binding collateral constraints alter the composition of the household’s
portfolio = demand for and price of the riskless asset are higher than
otherwise.

JIM NASON (FINANCIAL FRICTIONS, P,
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TwO FINANCIAL FRICTIONS: EQUITY MARKET DYNAMICS

» The equity market Euler equation sets g equal to two forward
looking components, both of which are weighted by the SDF.

» The first forward looking component is similar to the forward
looking component of the bond market Euler equation,

1. except that is multiplied by the “total return” to capital.
2. = The return to capital plus the scaled price of equity.

» The second forward looking component nets

1. the fraction of existing projects an entrepreneur finances

2. multiplied by next period’s “excess return” on equity,
(@' — 1), per unit of next period’s market value of the
entrepreneur’s share in an investment project,

3. which is scaled by the equity (i.e., capital) available after
production, which is net of depreciation.

4. If collateral constraints are not expected to bind next period
= 0,¢',q" — 1, qequals v’ + 0q" weighted by the SDF.

5. Otherwise, whether q is higher or lower depends on which
collateral constraint, 0 or ¢’, binds more.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FRI
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE

RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: RECURSIVE EQUILIBRIUM, I

> The equilibrium is recursive.

1. Solve for r and w using A ¥ (kp, p) and AF> (kp, €p).

2. Next, use the equilibrium and optimality to solve for the
quantities cg, cw, i, and 4.

3. = Decision rules that are functions of [K Z]', Z = [A ¢],

4. where the flow of new equity into existing equity is i and
K and s have equivalent laws of motion.

5. This information is useful for computing the equilibrium
pricing functions of p;, and q.

»> The equilibrium rests on there being a compact set K that contains
all possible values of K and is a subset of R, and a compact set Z,
which is a subset of R+ x [0, 1], and contains all possible values of Z.

1. A set C; has all continuous functions that map KX x Z into R;.

2. (C» is the set containing all continuous functions that map
K x [0, B] x K x Zinto R..

3. Cj is the set containing all continuous functions that map
K x [0, B] x X x Z into R.

JiM NASON (FINANCIAL FRICTIONS, P,
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: RECURSIVE EQUILIBRIUM, II

> Define: A recursive competitive equilibrium consists of asset and
factor price functions (py, g, ¥, w) belonging in C1, a household’s
policy functions (i, ¢, cg, ¥, s, b, sg, bg) belonging in C,, the value
function V(-, - ) € (3, the demand for factors by final goods
producers (kp, £p), the laws of motion of K and Z, and pricing
functions for py, q, ¥, w clear markets, and K and Z satisfying
1. the solution to the household’s DP problem, V(s, b, K,A, ¢>),
produces choices for (i, ¢, cg, ¥, s, b, sg, bg),
2. v = AF1(kp, p) and w = AF>(kp, £p), which are required
3. for market clearing in goods, c¢(s, b, K, Z) + mi(s, b, K, Z) + g =
ATF (kp, ¥p),labor, €p = (1 —1)¥l(s, b, K, Z), and capital, kp = K = s,
4. similarly, markets for the riskfree asset, b’ = b(s, b, K, Z) = B, and
equity, s'(s, b, K, Z) = os + mi(s, b, K, Z), clear when py,, q €
(0, ), and
5. the law of motion of aggregate capital matches decisions by

households,
K' = oK + mi(s, b, K, Z).

JIM NASON (FINANCIAL FRICTIONS, PART II)
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RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TwO FINANCIAL FRICTIONS: THE EQUILIBRIUM MAPPING

> Existence of an equilibrium relies on the mapping 7 taking py, q into
themselves, (ph, q) = T(ph, q).

> To show (m,, q) = T(pb, q) exists,

1. solve v and w as functions of (¢, K, Z),

2. use these functions to compute i, ¢, and cy as functions of (¢, K, Z),
which implies ¢ is a function of (K, Z) = i, ¢, cg, cw, ¥, and w are
functions of (K, Z),

3. next substitute these decisions rules into the Euler equations of py,
and g to construct T(m,, q) as a function of (K, Z), where the law of

motion of K substitutes for K’ and the first order Markov structure of
Z substitutes for Z’.

> T(pb, q) maps into R for any (pb, q) e (.

1. Cj contains all continuous functions that map K x Z into Ry = T is
a fixed point (contraction) mapping.

2. Iterate 7 to show that from any arbitrary initial guesses for functions
of (pb, q), there is convergence to equilibrium asset pricing functions.

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL SHI (U. OF TORONTO, WP459, 2012)

A DSGE MODEL WITH TWO FINANCIAL FRICTIONS: INTUITION

>

Equity prices rise in response to any disturbance in the model that tightens
collateral constraints = a negative liquidity shock.

This result is robust to including real and nominal frictions.

The explanation is found in the intratemporal Euler equation
U (ck) 1-6

U (cw) “1-0q®

Since 0, ¢ € (0, 1), Tobin’s g holds, 1 < g, = incomplete risk sharing.
1. There is excess demand for riskless and risky assets that fund projects.
2. Asset prices rise given a shock that tighten collateral constraints.

An open question is the impact of TFP shocks on collateral constraints.
1. Suppose there is a “productivity” shock to an asset collateralizing debt.
2. Is it the shock to the asset that matters for business cycle fluctuations?
3. Or does the “productivity” shock resemble a liquidity shock given
collateral constraints bind more?

Replicating Appendix C. Steady State, Calibration, and Computing
Dynamics with paper and pencil is a useful exercise.

JIM NASON (FINANCIAL FRICTIONS, P,
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OVERVIEW

> Are risk and leverage separate sources of financial shocks?
> Define leverage: purchase assets with borrowed funds.

> Leverage generates “risk” when asset return — loan rate > 0
= shocks that move the spread have the potential
to induce larger gains or losses as LTV rises.

> If changes in the asset return-loan rate spread are dominated by
idiosyncratic shocks, there is the potential to hedge this risk.

» Aggregate shocks cannot be hedged = is (are) there investor(s)
that can exploit a LLN to disperse the aggregate risk?

> See Kihlstrom and Laffont (1982, “A Competitive Entrepreneurial
Model of a Stock Market,” in McCall, J.J. (ed.), THE ECONOMICS OF
INFORMATION AND UNCERTAINTY Chicago, IL: U. of Chicago Press).
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COLLATERAL, LIQUIDITY, AND ASSET PRICES IN DSGE
RISK, LEVERAGE, AND ASSET PRICES IN A DSGE MODEL

INTRODUCTION

» BS’s develop a DSGE model in which small aggregate shocks
1. generate uncertainty about the length of a “recession.”
2. = Large fluctuations in real activity appear as if
there are shifts in the economy’s steady state.

» BS work with a type of Kiyotaki-Moore financial friction
grounded on differences in two household types.

1. There are productive or “expert” households and
less productive households.
2. Experts (households) take addresses i (j) on the
(a separate) unit interval.
3. Experts are impatient compared with those less productive.
4. Only more patient households can accumulate debt
= experts face borrowing constraints.

» Equilibrium dynamics exhibit nonlinearities = asymmetric
responses to positive and negative shocks.

JIM NASON (FINANCIAL FRICTIONS, P.
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THE BS CONTINUOUS TIME DSGE MODEL: TECHNOLOGY

> Expert Technology: y; = ak;, where t € [0, ), k; is efficiency units of expert
capital, and a is the expert productivity.

> Household Technology: y f=4a k;, where k; is efficiency units of household
capital, a is the household productivity, and let a < a.

> The laws of motion of expert and household capital are

kt = I:q)(Lt) *5]ktdt + okedZy, 5, o >0,
and
ke = [o(y)-d]kdt + okdzi, 5> 5,

where k¢ (k;), ®(-), t: (;), 6 (8), and o are the instantaneous change of k; (k;), an
investment cost of adjustment function with ®(0) = 0, ' (0) = 1, ®'(-) > 0, and
®”(-) < 0, the expert’s (household’s) investment per unit of capital, the depreciation
rate, and the volatility or diffusion rate of the exogenous shock Z; on k;.

> dZ; ~ Brownian motion = Z; is a continuous time “random walk” with increments
that have permanent effects common to experts and households.

JIM NASON (FINANCIAL FRICTIONS, PAR
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THE BS CONTINUOUS TIME DSGE MODEL: PREFERENCES

> Preferences are risk neutral for households, E {Jo e‘”gtdt}, and
for experts, E {Jo e’ptctdt}.

1. ¥ < p = households are more patient than experts.
2. Still assume that ¢; > 0 for all time £, but
3. ¢; is unrestricted = households lend to experts.

> Experts and households face the budget constraints

ng = |:Xt7-”K,t + (1 fxt)rdt]m - Ct,
and
n = [étl'K,t + (1 —Kt)rdt]ﬂt -

where ny (ng), xr (x¢), and rg + (rg ;) are the expert’s (household’s) net
worth, the portfolio share held in k; (k;) by the expert (household), and
the expert’s (household’s) return on capital.
1. 7 is the riskless return besides being the household discount rate.
2. = 1 — x¢ (1 — x;) is the portfolio share held by the expert
(household) in the riskless asset.
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THE BS CONTINUOUS TIME DSGE MODEL: BOUNDS ON CAPITAL’S PRICE

> Experts’ impatience is an incentive for them to set ¢y = ny.
1. = Experts acquire k;, t > 0, by selling equity to households.
2. Experts are leveraged if x; > 1 = borrow to finance k;.
3. Otherwise, n; > 0fork; >0, t >0 = ifn, =0, x; = 0.

» Without real, nominal, or financial frictions, the price of capital is
bounded from above and below by

1. q = Max; — a_! , when k; > 0 = the price of the

r —[®(t) - 3]
riskless asset net of adjustment costs grossed up
by output per unit of capital net of investment; and

a1 ,when n; = 0 and k; = 0.

A= e - 5]

3. The capital market is more liquid the larger is § — q.

» The Gordon dividend growth model generates the lower and upper
tomorrow’s dividend

v — constant dividend growth rate;
for example see Barsky & DeLong (QJE, 1993).

bounds on g = today’s q equals

JIM NASON (FINANCIAL FRICTIONS, PART II)
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THE BS CONTINUOUS TIME DSGE MODEL: CAPITAL MARKET ASSUMPTIONS

> Experts hold all the equity tied to their capital = only experts’
riskfree assets (i.e., debt) trade.

> Also experts deleverage when n; = 0 = sell their k; and

1.
2. = Future flow of utility is zero.

3.

4. = irrelevance of capital structure of experts.

cannot hold capital and/or consume in the future.

Otherwise, the Miller-Modigliani theorem holds

» The law of motion of the price of capital is conjectured to follow

dt = Hgrqidt + 04:q:dZ;,

where g, is endogenous, but bounded within [q,, g, ], given changes
in the time-varying mean p,; and stochastic Volatlhty (SV), 04¢s
which is “risk” common to experts and households.
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THE BS CONTINUOUS TIME DSGE MODEL: VALUE OF CAPITAL

> Solve for the equilibrium laws of motion of grk:, vk ¢, and ¥k ; using
Itd’s calculus; see
1. Duffie (2001, DYNAMIC ASSET PRICING THEORY, THIRD EDITION
Princeton, NJ: Princeton University Press); and
2. Malliaris and Brock (1989, STOCHASTIC METHODS IN ECONOMICS
AND FINANCE, New York, NY: North Holland, Inc.).

> The instantaneous change in g k; is the gain the expert receives
from holding capital = capital gain.

> Employ It6’s product rule to compute ark; = stochastic calculus version
of the chain rule = gkt + qrke + 0q,t O rqrkedt,

j(g,t = th) = [‘I’(lt) -0+ Uq,t + O'q’t(T]dt + (Uq,t + a-)dZt.

ack:

> j(g’t consists of (i) a time-varying mean, (ii) a fundamental investment
shock = exogenous “risk”, and (iii) SV in g; = endogenous “risk”.
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THE BS CONTINUOUS TIME DSGE MODEL: RETURNS TO CAPITAL

» For experts and households, a part of the return to capital is j(g,t.

» Those owning capital also receive an income flow or dividends.
1. Expert dividends per unit of k; = a — ;.
2. Household dividends per unit of k; = a — .

» Thus, an expert’s instantaneous return to a unit of capital equals
a— Ly .
dt + .’](g,t

dividends per unit of k;’s value + Kg; = 1% = p

t
. a—t
and 7y, = ——

at + K,

» Expert and household dividend yields are susceptible to
endogenous risk through SV in g;.
1. As SV rises dividend yields drop, but
2. the return to capital can rise or fall.
3. Are changes in dividend yields or Kg; dominant?

JIM NASON (FINANCIAL FRICTIONS, PART II)
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THE BS CONTINUOUS TIME DSGE MODEL: EQUILIBRIUM

1 2
> Given initial endowments {ki,O, kjoiie[0,1],j€e (1, 2]} and-[ kiodi + J kjodj
J, 0 L S
= Ko, an equilibrium consists of the process (of stochastic events ordered in time)
{1zt =0}, fae, nie mye = 0, ki, ki = 0, i, e € R, cip 2 0,0},

1. the initial conditions n;o = qokio and n;, = qok;  are satisfied,
2. given q¢, vkt and rg ., experts and households maximize their lifetime utility
over uncertain streams of ¢;; and ¢ it and

1 2
3. capital and consumption goods markets clear, K; = J kitdi + J kj:dj, and
0 17
2

1 2 1
J (a—li,t)ki,tdi+J’ (@-y )k di = f Ci,[di+J
0 1 0 1

cjidl,
4. where the law of motion of aggregate capital is

Ki = (Jol [®(0) - 8] kiedi + LZ [0(4;,) - Q]kj’tdj) + oKidZ,.

1
> The distribution of wealth that matters is, for example, the ratio of _[ kitdi to Ky
0

= the wealth of the ith expert or the jth household is tiny compared to the sum of
all experts or households.

JIM NASON (FINANCIAL FRICTIONS, PAR
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THE BS CONTINUOUS TIME DSGE MODEL: SOLUTION ALGORITHM

» Two steps employed to construct solution.
1. Experts and households maximize their preferences s.t. the
laws of motion of their net worths = characterize
the equilibrium laws of motion,
2. Show the experts’ share of aggregate wealth is the single state
variable of these equilibrium processes = knowledge of this
share is sufficient to compute prices and quantities.

» BS argue that they solve the liquidity shock hypothesis.
1. An investment shock generates a fall in g;.
2. When households see a sufficiently large drop in g,
they buy k; in a fire sale expecting that experts will
buy it back at a higher price in the future.

JIM NASON (FINANCIAL FRICTIONS, PART II)
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THE BS CONTINUOUS TIME DSGE MODEL: PORTFOLIO CHOICE AND INVESTMENT

> Experts maximize v, by optimal choice of .

1.
2.

The problem is to minimize the cost of installing t; given g;.
Ming, [tr — @:® ()] = 1/qr = &' (1).

3. Appeal to the inverse function theorem = t; = t(q;).

4.

Since experts and households face the same ®(-) = (, = ;.

» However, returns on expert and household portfolios differ.

> Since ¢;; € (~, ), = no limit to household debt accumulation.

1.
2.

Uk W

Arbitrage demands that households earn v on their portfolios.
Households receive ¥ from holding the riskless asset.

. 1 (? 1! .
Define y; = 1 — K—t Jl k;.dj= E L ki:di.

. Ifyp; € (0, 1), ris also the return on k, = v = 7y ,/dt.
. Otherwise, ¥ dominates the household’s return on k;

= @, =landr > 7y ,/dt.

(FINANCIAL FRICTIONS, PART II) FINANCIAL
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THE BS CONTINUOUS TIME DSGE MODEL: EXPERT PORTFOLIO CHOICE
> Experts leverage their accumulation of kj; by borrowing from households = x; > 1.

> The law of motion of n; governs optimal choice of x; = at any ¢, trade c¢; for n;.

1. Conjecture ¢; = Cyn; = C; is the instantaneous rate of consumption
from an expert’s net worth.

. N . )
2. Conjecture the equilibrium “return” process on n; is Q—t = o tdt + 09dZy,
t
where g and 0y, are undetermined coefficients.

> Define 0,1y = E; «” e’p(s’t)csds} = 0; is the process generating
¢

time-varying “returns” on an expert’s net worth or 0; > 1 for all t.

Xt, Ct

% = Xﬂ"}(,t + (1 —Xt)th - tt: and Xt, Ct > 0.
t

> The expert’s value function is 0;n;dt = Max {

} %[Ctnt + E:{(G{nt)}], s.t.

1. Experts choose {xt, Ct} taking 6; as given and n; as their state variable.

2. The value function implies that an expert cannot increase x; by a unit at t,
hold this capital forever, and be better off.

3. = The transversality condition is lim; ., Et{e*ﬂ(-f*l) anj} =0.
4. The expert must sell capital in the future and consume to be better off.
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THE BS CONTINUOUS TIME DSGE MODEL: PROPOSITION 1

> The goal is to solve for the undetermined coefficients pg and g .
1. Apply It6’s lemma to the laws of motion of 0; and 17; = pOndt = C'm[
+ I:([Je,t + (1 — Xt)T + XtO'g'tO'n,t)dt + Et {Xtﬁ(,t — Ct + xtagvtdzf}]etnt

= (1 - et)Ct‘}’lt + [[,10,{ + (1 — X[)’V +Xt0p,t (O’ + O'n,[)] thtdt + xtEt {fK,t}le,
where BS place x; before the diffusion o under the assumption the expert
does not consume the instantaneous return on 0;n; = it is a martingale or the
entire increase in wealth is placed in k;.

2. The expert’s Bellman equation is maximized when 6; > 1 = arbitrage requires
capital’s return to be less than or equal to ¥ because otherwise the expert
would drive ; — oo.

3. WhenZ; =0andx; =0,0; >1 = p — v = Ho,t < 0, which restricts 6; to drift
downward = otherwise the incentives is to increase consumption and push
the value of the expert’s problem to negative infinity.

VKt

dt

= 0, which implies the expert’s excess return on capital, Et{

4. G >0,x,>0butf, =1 = p—7— g, :xt[Et{ }—r+09,t(o+on,t)]

YKt

it } — v = the
negative of volatility, 0g,; (0 + o), which generates precautionary incentives
for the expert.

5. This also implies pg = p — v when ¢ > 0.

JIM NASON (FINANCIAL FRICTIONS, PAR
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THE BS CONTINUOUS TIME DSGE MODEL: THE DISTRIBUTION OF WEALTH

> Define the wealth share of experts: n; = Ne € (0, 1), where

qaiK¢
1 2
N = JO Tli’tdi and qtKt = Nt + J ﬂjtdj.
|
> n¢ also is a measure of the leverage of the “average” expert.
1. Experts are less “collateral” constrained the higher is n; all else equal.

2. = Collateral constraints vary with changes in the ratio of the wealth
of experts to the value of aggregate capital q;K;.

> Use n; = [xt ke + (1- xt)rdt]nt — ¢t to aggregate over all experts
) 1
Nt = vNiedt + J'O X,;'tni’tdi[ﬁ(,t - ‘I’dt] - Ct.

1 1
> Since J;) XitNirdi = th kitdi = qiK¢y: or the sum of the share of

capital in expert portfolios is the total value of capital held by experts
= the aggregate law of motion of expert wealth is

N = TNtdt+11thlllt[7"K,t - Tdt] - CiNt, G = Ct/Nt-

JIM NASON (FINANCIAL FRICTIONS, P.
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THE BS CONTINUOUS TIME DSGE MODEL: LEMMA 2

> Lemma 2 characterizes the equilibrium law of motion of the single state
variable, n¢, of the BS DSGE model.

> Since n; is the ratio of Nt to q¢Kg,
1. the equilibrium law of motion of the value of the aggregate capital

stock has to be constructed.
(@Ke) _ o wkgn + (1 - w0

—_ — = = ~ — ~ g
atKe Gt tKg,t t) Kgt

> Use the laws of motions of K¢ and K¢ ; to show
(Qth>
qa: Kt

= Y ([(b(t(qt)) -8+ gyt + O-q’ta-]dt + (og + a)dZt)

+ (1- (pt)([<l>(t(qt)) -8+ Hgyt + aq,ta']dt + (og + O')dZt)
= [@(c(ar) - 6 + par + oqeo|dt + (oqr + 0)dZe + (1 - i) (5 - 8)dt
Kgt+ (1 —we)(6-9)dt

Fe - %(q”dt £ (1= ) (5 - ).
t
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THE BS CONTINUOUS TIME DSGE MODEL: LEMMA 2, CONT.

> The value of the aggregate value of capital stock enters the denominator of

(1/ack:)
1/11th '
1. Apply It¢’s lemma: a second-order Taylor expansion of Y; = f(X;,t)
= Ve = [fx(X6,0) + fi (X0, 0) + 3 fx (X6, 007 ]t + fx (X2, D) 0122,
ltht> = _<ﬁ)25hkt + %(—1)(—2)(qt1[<t)3<4tkt)z,
where f;(X¢,t) = 0 and Z; does not have a direct impact on g¢Kz.

the equilibrium law of motion of n; = construct

2. The resultis (

> Since (tht/Qth)2 = (ogt + o)?dt,

(1/aik:) =ﬁ[-(m-[%@-<1—wt><a-g>]dt>+<oq,t+a>2dt],
or

(1/éth)

1/‘1th

[ - %t(qt)dt + (1= i) (8 - 8)dt — (a4 + o) dt],

JIM NASON (FINANCIAL FRICTIONS, PART II)
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THE BS CONTINUOUS TIME DSGE MODEL: LEMMA 2, CONT.

(1/ake)
' I/QtI.{t
ae N (U ake) & (V@K

o Nt+ 1/tht +Nt I/Qth hich yields

rdt + %[ﬁ(,t - Tdt] -G — [fK,t -

> Given the equilibrium processes of ﬁ and , use It6’s product
t

rule to construct

L a-uar) 4 (1— ) (8- 8)dt
nt 13

~ (g +0)2dt] + ﬂ(aqt +0)[(~1)me(oge + o) ]t

- (% - 1) [7ke = rdt — (0q. +0) dt]

a-—t
# [ 4 g - 9)Jac - g,
where the cross-product of It6’s product rule finds #g + in common across

1
the laws of motion of n; and ——.
qiKi

(FINANCIAL FRICTIONS, PART II) FINANCIAL FR
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THE BS CONTINUOUS TIME DSGE MODEL: LEMMA 2, CONT.

> Lemma 2 conjectures that the equilibrium law of motion of n; is equivalent
to the drifting diffusion process

O _ Hnrdt + optdZe — Ty,
ne
where
Hnt = %t(qt) + (1-we)(8-0) — ont(o+0gt +00y),
and
ont = <ﬂ - ) (ogqt +0),
ne

,r'-
and oy enters ¢+ because Et{ gtt

} - v =—09,(0 + Oon;) when ¢ > 0.

> A nontrivial equilibrium process for n; requires experts to hold capital
in their portfolio = equates excess returns on capital with volatility in
portfolio process crossed with sum of volatility in capital and it price.

JIM NASON (FINANCIAL FRICTIONS, PAR
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THE BS CONTINUOUS TIME DSGE MODEL: PROPOSITION 2 AND A MARKOV EQUILIBRIUM

> A Markov equilibrium consists of q; = q(n¢), 8¢ = 0(n¢), and @i = Y(ne).

1. The single endogenous state variable is n;, which is first order Markov.
2. Given a sequence of Z; (or its increment dZ;) on t € [0, «), the equilibrium
computes paths for n¢, q;, 6¢, and ;.

> Existence rests on showing the equilibrium processes of n;, q;, and 6; produce
ordinary differential equations for the price of capital and return to expert portfolios
= map from ny, q¢, 0, qr+1, and Oty to qry2 and Opy2.

> The goal is to map from the equilibrium processes into the coefficients of these
differential equations.

1. Invoke It6’s lemma to find the volatility coefficients oy, 04, and g .
2. Match py, and po, to the drifts of n; and g;.

> Proposition 2 restricts
1. the domains of q(n;), 0(n:), and @ (n;) in equilibrium to [0, n*], where n* is
the stochastic steady state of n; and ¢; > 0 if n; = n* and C; = 0 otherwise.
2. q(-) is increasing in n and 0(-) is decreasing in n, and
3. the boundary conditions qo = g, 0(n*) =1, 4'(n*) =0, 6'(n*) = 0, and
limy—o 0(n*) = oo.

JIM NASON (FINANCIAL FRICTIONS, PAR
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THE BS CONTINUOUS TIME DSGE MODEL: THE STOCHASTIC STEADY STATE

> There are at least two definitions of a stochastic steady state.

1. The ergodic distribution of the endogenous variables of a model
= the transition probabilities of n; are time invariant and
its initial condition does not matter.

2. the location of the economy given there are no shocks between
times t—j and t, but shocks are expected in the future.

> BS use the latter definition to study the stochastic steady state of their DSGE model.

1. On pages 396-397, BS state

2. “... our model does not set the exogenous risk o to 0 to identify the steady state
but rather fixes the volatility of macro shocks and looks for the point where the
system remains stationary in the absence of shocks. Thus, the location of n*
depends on the exogenous volatility o. It is determined indirectly through the
agents’ consumption and portfolio decisions, taking shocks into account.”

3. Since C; rises as ny — n*, when n; is near n* and there is a negative shock
experts consume their capital rather than selling it into the market.

4. If ny is much less than n*, experts expect they will deleverage by dumping
capital at fire sale prices to move risk premiums on gq; and 6; enough
to push n¢ near n* given bad shocks; see footnote 18 on page 403.

JIM NASON (FINANCIAL FRICTIONS, PAR
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THE BS CONTINUOUS TIME DSGE MODEL: SUMMARY I

» The financial friction is that experts cannot issue debt, which
generates equilibria that are inefficient.

» The inefficiencies, which coincide with ¢ > 0, are that
1. direct impact of experts not optimally smoothing consumption,
2. capital is misallocated, especially when experts are not highly
leveraged = n; is low or g € (0, 1), and
3. a frictionless economy generates more investment, t(q,) > t(q).
4. BS emphasize that the degree of inefficiencies in the economy
is inversely related to n.

> Proposition 2 implies that at the steady state of n* there are no price
effects of shock because of the boundary condition g’ (n*) = 0.
1. = A financial crisis relies on the economy staring far from n*.
2. = The economy is in a state of “systemic risk,” according to BS.
3. However, whether the economy can produce a “crisis” starting
from a state of systemic risk depends on the calibration.

JIM NASON (FINANCIAL FRICTIONS, P.
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THE BS CONTINUOUS TIME DSGE MODEL: SUMMARY II

» BS also argue there DSGE model solves the “volatility paradox”.
1. As the volatility of Z;, o, becomes small, the economy still
suffers from endogenous risk in g;, 0g,;.
2. Part of the solution is that o, responds little to changes in o.
3. Instead, changes in a and § matter for 0,;; = impact on g and
the initial condition qo, which has o, varying inversely with qo.

» BS want a DSGE model in which small aggregate shocks
1. generate uncertainty about the length of a “recession.”
2. = Large fluctuations in real activity appear as if
there are shifts in the economy’s steady state.

» When the economy is initially far from n*,
1. a negative investment shock pushes n; lower.
2. However, the length of time until the economy returns to n* is
a function of o, which is endogenous and a function of y.
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