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Overview

ÁTwo world views
1. .Ï ÆÉÎÁÎÃÉÁÌ ÆÒÉÃÔÉÏÎÓ ȣ ÓÔÉÃËÙ ÐÒÉÃÅ

2. Financial sector + bubbles

ÁRole of the financial sector
ĞLeverage

ĞMaturity mismatch ɀmaturity rat race

Ğlinkage

ÁMonetary transmission mechanism

ÁImplications for monetary economics

ÁImplications for financial regulation
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Role of Financial Institutions

Á Project/asset selection/monitoring
Ğ Informational advantage (Sharpe, Rajan)

Á Create info-insensitive securities (Gorton-Pennachi, Duffie-DeMarzo)

Ğ Pool and tranchÉÎ ÏÒÄÅÒ ÔÏ ÒÅÄÕÃÅÓ ÌÅÍÏÎȭÓ problem

Á Maturity transformation
Why short-term (debt) funding?
Ğ Liquidity shock insurance (Diamond-Dybvig)
Àmaturity transformation is good, but bank run caveat

Ğ Incentivize management (Calomiris-Kahn)
ÀFor large corporate debt holders, but for demand depositors (?)
ÀMaturity mismatch is good

Ğ Maturity rat race (with MartinOehmke)
ÀMaturity mismatch is bad

ÁWhy leverage? Why maturity mismatch?
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Brunnermeier-Sannikov (new)
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Procyclicality- Liquidity Spirals

Á Loss spiral

Ğ same leverage
Ğ mark-to-market

Á Margin/haircut spiral

Ğ Margins/haircuts 
increase in times 
of crisis

Ğ Margin/haircut 
max leverage

Ğ delever!
Ğ mark-to-model

Reduced Positions

Higher Margins

Market Liquidity
Prices  Deviate

Funding Liquidity
Problems

Losses on 
Existing Positions

Initial Losses
e.g. credit

Brunnermeier-Pedersen (2009)



Some Results 

1. Procyclicalleverage due to margin/haircut spiral
ĞMargin/haircut increase forces deleveringprocess

low FUNDINGLIQUIDITY (rollover risk)

(haircut/margin/collateral value)

Ğ Depresses price
low MARKETLIQUIDITY

Note that funding constraint need not be binding ɀjust the threat that it might 
be binding can lead to delevering

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

3. Fire-sale externality
Ğ When levering up, institution i does not take into account that its 

fire-sales depress price of others
Ğ Inefficient pecuniary externality in incomplete market setting
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