Institutional Finance

Financial Crises, Risk Management and Liquidity

Markus K. Brunnermeier




What’s Institutional Finance?

m Traditional Finance

>

Households 1 Households 2

* borrowing/lending

* insuring
* income will decline * income will rise
* positive endowment shock * negative endowment shock
(unexpected pay raise) (unexpected health expense)



What’s Institutional Finance?

m Traditional Finance - Endowment Economy

>
Households 1 < Households 2
* borrowing/lending

* insuring

* income will decline * income will rise
* positive endowment shock * negative endowment shock
(unexpected pay raise) (unexpected health expense)

At what price/interest rate?
Assumption: No frictions



What’s Institutional Finance?

m Traditional Finance — Endowment Economy

>

Households 1 Households 2

Single

* income will decline * income will rise

Representative

* positive endowment shock
P Household

(unexpected pay raise)

* negative endowment shock
(unexpected health expense)

» Aggregate endowment income/shock (no trading)

* Intertemporal Elasticity of Substitution
(incentive to smooth consumption)

* Risk aversion



What’s Institutional Finance?

m Traditional Finance - Production Economy

=
* borrowing/lending

* insuring

Single

Representative
Household

 Productivity shocks



What’s Institutional Finance?

m Traditional “Banking Finance”

Household 1 HOUS.EhOId 2
Firm

» short taym lending * longAerm lend
(bank depQsits) (moftgage)

Frictions might emerge
e.g. bank-runs



What’s Institutional Finance?

m Traditional “Banking Finance”

Household 1 HOUS.EhOId 2
Firm

* longAerm lend
(morfgage)

Lender of Last Resort



What’s Institutional Finance?

Ill

m Traditional “Banking Finance”

H hold 2
Household 1 ous? ol
Firm

* lend
(bank deposits)

(mortggge)

Interbank market




What’s Institutional Finance?

m Modern “Institutional Finance”

(originate and distribute banking model)

Households
Firms

Households
Firms

Financial Markets

[-Banks

Broker/Dealers

C-Banks Hedge Funds

frictions, frictions, frictions

Funding
Pension Money Mutual r d
Funds SR Funds IQUI .ty
Funds need for
frictions, frictions, frictions each
institution

Insurance Private

Companies Equity funds




ll Total Financial Assets as % of GDP
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... and in Europe

Commercial Banks still have a larger fraction
(universal banks)



l Lending/Insuring vs. Trading

m Lending/Borrowing + Insuring
m = trading assets/securities

o Bond
o Stock
o Derivatives, e.g. CDS

i m At what price/rate?

[
o How are different asset prices linked?

o How do institutional investors constraint affect

asset prices?
(not only utility function of representative agent matters)



