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Summary

I Foundational question in Normative Macro-Finance
I E�ciency of price �uctuations/investment

I This paper contrasts two models
1. �Canonical� model of �re sales

I Walrasian model + �nancial constraints
I (Can generate) Overinvestment ex-ante

2. Model of asymmetric information

I Main result
I Constrained planner wants higher investment ex-ante ⇒

Underinvestment ex-ante in decentralized equilibrium
I Broader message: microfoundations are important
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Discussion

1. Canonical model

2. Asymmetric information model

3. General thoughts
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Canonical Model: Households and experts

I Lorenzoni 08

I Simplifying assumptions

1. No �nancial markets
2. No uncertainty
3. Ex-ante transfers

I Easy to relax
I Caveat: paper can't study �nancing decisions

4 / 13



Canonical Model: Households and experts
I Planner's problem:

W (k) = V (q, k)− k︸ ︷︷ ︸
entrepreneurs

+ F
(

kH
)
− qkH︸ ︷︷ ︸

households

+ . . .

I Household's continuation value

V (q, k) = cE
1 + cE

2

cE
1 = q

s (sale)︷ ︸︸ ︷(
k− kE

)
−zk

cE
2 = AkE

I Lagrangian form

V (q, k) = cE
1 + AkE − λE

1

(
cE

1 + zk− q
(

k− kE
))

+ η1cE
1

dV
dk

∣∣∣∣
planner

= λE
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=A
q

(q− z) + λE
1

(
k− kE

) dq
dk
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Planner's problem

I Solution:

dW
dk

∣∣∣∣CE

planner
= λE

1 (q− z)− 1︸ ︷︷ ︸
=0

+
(

F′
(

kH
)
− q
) dkH

dk︸ ︷︷ ︸
=0

+λE
1

(
k− kE

) dq
dk
− dq

dk
kH

(
λE

1 − 1
)

︸ ︷︷ ︸
>0

(
k− kE

)
︸ ︷︷ ︸

>0

dq
dk︸︷︷︸
<0

< 0

I Planner wants to reduce k
I Distributive externality (three terms)

1. Di�erence in MRS

(
λE

1
λE

0
− λH

1
λH

0

)
2. Net trades (buying/selling) kH = k− kE

3. Price-sensitivity to state-variable
dq
dK < 0 [�re sale] (big-K, lil-k)

I Davila and Korinek (2018)
I Distributive externalities vs Collateral/frictional externalities

(prices show up somewhere else, e.g. constraints)
I How to distinguish them: Distributive externalities are

zero-sum in each node/period (set λE
1 = 1)
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Asymmetric Information model

I New model
I Households (expertise θ, linear Ak technology)
I Entrepreneurs (as previous model)
I Fake entrepreneurs (measure λ of fake capital)

I Pooling �competitive� equilibrium:
I Competitive: price taking agents, single price
I Good capital always sells, fake capital rationed
I Market clearing + threshold θ∗ ⇒ characterize q (k)

I Comment: Why this trading protocol/equilibrium?

I Suggestion: Why not concave technology? Not nested models

I Two e�ects of increasing k on the equilibrium,
dq
dK R 0

I ↑ k increases the amount sold of good assets (better pool) ⇒
prices go up

I ↑ k increases the amount sold of assets (marginal buyer has
less expertise) ⇒ prices go down [�re sale]
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Planner's problem

I Planner's problem

W (k) = V (q, k)− k︸ ︷︷ ︸
entrepreneurs

+VH (q, k)︸ ︷︷ ︸
households

+ q (k) λ
∫ 1

0
µ (i, k) di︸ ︷︷ ︸

fake entrepreneurs

I Households indirect utility

VH (q, k) =
∫

VH (q, k; θ) dθ,

where

VH (q, k; θ) = max cH
1 +

s
s + λ (1− θ)

Aδ︸ ︷︷ ︸
cH

2

−λH
1

(
cH

1 + qδ− e1 (θ)
)
+ ηcH

1 .

I Threshold solution with δ (θ) = e1(θ)
q if θ > θ∗

I Note that

dVH

dk
=

d
(

s
s+λ(1−θ)

)
dk

A
e1 (θ)

q
− λH

1
dq
dk

δ
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Planner's problem

dW
dk

∣∣∣∣CE

planner
=

entrepreneurs︷ ︸︸ ︷
λE

1

(
k− kE

) dq
dk

+

fake entrepreneurs︷ ︸︸ ︷
λ

dq
dk

∫ 1

0
µ (i, k) di + λq (k)

d
∫ 1

0 µ (i, k) di
dk

+

households︷ ︸︸ ︷∫ 1

θ∗

d
(

s
s+λ(1−θ)

)
dk

Aδ (θ)− λH
1

dq
dk

δ (θ)

 dθ

=

(
λE

1

(
k− kE

)
+ λ

∫ 1

0
µ (i, k) di−

∫ 1

θ∗
λH

1 (θ) δ (θ) dθ

) R0︷︸︸︷
dq
dk︸ ︷︷ ︸

distributive externality

+ λq (k)
d
(∫ 1

0 µ (i, k) di
)

dk︸ ︷︷ ︸
thick-market
externality >0

+
∫ 1

θ∗

d
(

s(k)
s(k)+λ(1−θ)

)
dk︸ ︷︷ ︸

thick-market
externality >0

Aδ (θ) dθ

= A− 1− z > 0

I Abstraction is helpful
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Derivation Paper
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Additional externality
I Additional externality is not a pecuniary externality

I Doesn't work through
dq
dk

I Akin to thick-market externalities: emerge under
Non-Walrasian trading protocols
I Diamond 82, random search, Hosios condition, etc

I Increase good investment k ⇒ increase trade
I Sign of dW

dk is ambiguous in general: see extensions in the paper

I Remark: interesting that dW
dk > 0 in this simple case

I What is special about Walrasian model?
1. Linear budget constraints
2. Only payo� relevant interaction through prices

I Walrasian trading

max ui (xi) s.t. p ({xi}) (xi − ei) ≤ 0

I Non-Walrasian trading

max ui (xi) s.t. µ ({xi})︸ ︷︷ ︸
trading
protocol

p ({xi}) (xi − ei) ≤ 0
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Comments/Thoughts

1. Relation to literature
I Paper concludes: �The main lesson from the above analysis is

that the normative implications of �re sales are not robust
across di�erent possible microfoundations. One should
therefore be cautious in extracting conclusive policy
implications from the observation that investment booms lead
to collapses in asset prices and tightening �nancial constraints,
even if the empirical fact itself could be �rmly established.

I Does the �canonical� model deliver over-investment?

I Prior: �Anything goes� even in Walrasian models with �nancial
constraints
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Comments/Thoughts

2. Relation to adverse selection literature
I Prior should be ine�ciency: Arnott, Greenwald, Stiglitz 94
I Also �anything goes�
I Other results with imperfect information

I Asriyan 16
I Albagli, Hellwig, Tsyvinski 17

3. Investment in this paper (k) is only good/productive
investment (extension with λ endogenous)
I Reformulate main result: there is too little good investment
I Alternative (better?) policy: prevent fake investments λ (!)
I If λ→ 0, model converges to �rst best
I Tension: if planner can tell λ from k, why not reveal that

information?
I Alternative benchmark (second-best problem):

I Why not force the planner to treat good and bad investments
(k and λ) equally ex-ante?

I Anti-chicken model?

4. Entire literature needs model driven empirical work
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