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I Ovenview

A Two world views
1. .1 £EI AT AEAT EOEAOEI T O 8 ¢
2. Financial sector + bubbles
A Role of the financiatector
G Leverage
G Maturity mismatchz maturity rat race
G linkage
A Monetarytransmission mechanism
A Implications for monetary economics

A Implications forfinancial regulation



I Role@frinanciahinstitutions

A Project/asseselection/monitoring
G Informational advantage (Sharpe, Rajan)

A Create infeinsensitive securitiegorton-Pennach; Duffie-DeMarzq

G PoolandranchEl T OAAO Ol podem/OAAO 1 AT T
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A Maturity transformation cash flow
Why shortterm (debt) funding?

G Liquidity shock insurance (Diamorigybvig)
A maturity transformationis good but bank run caveat

m G Incentivize managemeniGalomirisKahn
I A For large corporate debt holders, but for demand depositors (?)
A Maturity mismatch isgyood

# G Maturity rat race (with MartinOehmke
A Maturity mismatch idad

A Why leverage? Why maturity mismatch?
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I Procyclicality- Liquidity Spirals

A Losssspiral
G same leverage
G mark-to-market

A Margin/hairgutsspiral
G Margins/haircuts
increase in tlme

n| lal Losses

of crisis eggaedt

G Margin/haircut
max leverage

=) delever

G mark-to-model
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un |ng iquidi arke |qU| ity
Problems Prices Deviate

v T
Higher Margins
0Sses on
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BrunnermeierPedersen (2009



I SomeRestilts

1. Procyclicalleveragedue to margin/haircut spiral

G Margin/haircut increase forcedeleveringprocess
low FUNDING LIQUIDITY  (rollover risk)
(haircut/margin/collateral value)

G Depresses price
low MARKETLIQUIDITY

Note that funding constraint need not be bindiggust the threat that it might
be binding can lead tdelevering

2. Linkage between leverage and maturity mismatch
. G Margin = f(volatility of collateral until debt expires)

3. Fire-saleexternality

~

G When levering up, institutiondoes not take into account that its
fire-sales depress price of others

G Inefficient pecuniary externality in incomplete market setting
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