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Abstract

Several recent papers introduce different mechanisms to explain why
asset bubbles are observed in periods of larger growth. These papers share
common assumptions, heterogeneity among traders and credit market im-
perfection, but differ in the role of the bubble, used to provide liquidities
or as collateral in a borrowing constraint. In this paper, we introduce
heterogeneous traders by considering an overlapping generations model
with households living three periods. Young households cannot invest
in capital, while adults have access to investment and face a borrowing
constraint. We compare the liquidity and collateral roles of bubbles to
enhance growth. When the bubble is deterministic, the equilibrium is
identical under these two roles. This means that the same mechanism
explains the crowding-in effect of the bubble on growth. We further show
that a bubble with a crowding-in effect on growth also enhances welfare.
When the bubble is stochastic, i.e. may burst with a positive probability,
the liquidity and collateral roles of the bubble are no more identical. With
stochastic bubbles, growth is larger when bubbles play the liquidity role,
because the burst of a bubble used for liquidity is less damaging to agents
who invest in capital.
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1 Introduction

The financial crises of recent years have led to a renewed interest in the study
of the interplay between the financial and real spheres of the economy. In
particular, several contributions show that episodes of speculative bubbles are
associated to periods of economic expansions and bubble crashes are associated
to recessions (see Caballero et al. (2006), Martin and Ventura (2012), Brun-
nermeier et al. (2013) and Kindleberger and Aliber (2015)). Explaining this
evidence is challenging because seminal papers show that the existence of ratio-
nal bubbles in dynamic general equilibrium models is associated to lower GDP
per capita (Tirole (1985)) or growth (Grossman and Yanagawa (1993)). This is
the so-called crowding-out effect of the bubble.

Most of the papers that reconcile the existence of rational bubbles with the
empirical facts introduce financial imperfections embodied in borrowing con-
straints (see Miao (2014) for a short survey) and heterogeneous agents to have
different types of traders on the asset markets. The recent and growing liter-
ature about rational bubbles with financial frictions distinguishes between two
growth-enhancing roles of the bubbles or, equivalently, crowding-in effects. One
is the liquidity role of the bubble: agents hold at the beginning of the period
the bubble and sell it to increase their productive investment (Caballero and
Krishnamurthy (2006), Kocherlakota (2009), Farhi and Tirole (2012), Martin
and Ventura (2012), Hirano and Yanagawa (2017), Kiyotaki and Moore (2018),
Miao and Wang (2018)).! The other one is the collateral role of the bubble:
agents buy the bubble to increase their possibilities to borrow and use these
loans to invest in capital (Kocherlakota (2009), Miao et al. (2015), Martin and
Ventura (2016), Bengui and Phan (2018), Miao and Wang (2018)).

There are different ways to introduce heterogeneous traders. For instance,
Kocherlakota (2009), Martin and Ventura (2012), Hirano and Yanagawa (2017),
Kiyotaki and Moore (2018) consider heterogeneous agents born at the same pe-
riod, unproductive vs. productive ones. Another possibility is to introduce
entrepreneurs facing idiosyncratic shocks (Miao and Wang (2018), Miao et al.
(2015)). Heterogeneity of traders can also be introduced using overlapping gen-
erations with agents living three periods, as in several recent papers like Arce
and Lopez-Salido (2011), Farhi and Tirole (2012), Basco (2014, 2016) or Rau-
rich and Seegmuller (2019), among others. In these contributions, heterogeneity
is among agents born at different periods. When agents are heterogeneous and
face credit market imperfections, bubbles can channel liquidities from unpro-
ductive agents (lenders-savers) to productive ones (borrowers-investors), which
is essential for the existence of the crowding-in effect of the bubble.

In this paper, we study the differences between the liquidity and collateral
roles of the bubble. Our purpose is to contribute to the literature on bubbles by

INote that this liquidity role has also been emphasized in a different perspective by Wood-
ford (1990). Instead of being concerned with bubbles, he focuses on non-neutrality of public
debt. In their paper, Kiyotaki and Moore (2018) are interested in the liquidity role of fiat
money, which can be seen as a rational bubble. Fiat money allows unproductive entrepreneurs
to transfer some liquidities towards productive ones, who have an investment opportunity.



identifying the mechanisms behind the crowding-in effect of a bubble. We espe-
cially compare the liquidity and collateral roles when the bubble is stochastic.

We compare the two roles of the bubble in a three-period lived agents model.?
We distinguish among three types of traders (young, adult and old), while only
two of them can buy assets and invest in capital (young and adult). To intro-
duce heterogeneous traders, we assume that young households cannot invest in
capital, while adults invest in this asset expecting a positive return. It means
that adults are the most and only productive investors. At each period of time,
there is a credit market in which young households and adults can save and
borrow. The amount of credit is limited by a borrowing constraint. There is
also a stochastic bubble, which faces a positive probability of market crash at
each period of time.

We consider two models in which, at the second period of life, borrowing
is constrained and collateralized by capital, i.e. a fundamental collateral. In
the first one, the bubble is bought by young households and sold by adults.
Therefore, adults can sell the bubble to invest more in capital. Selling the
bubble corresponds to a transfer from the unproductive young agents to pro-
ductive adults. This mechanism extends to a general equilibrium framework
the liquidity effect of the bubble developed in Farhi and Tirole (2012) and it is
also in line with many other existing papers like Hirano and Yanagawa (2017),
Kocherlakota (2009), Martin and Ventura (2012) or Miao and Wang (2018). In
the second model, following Kocherlakota (2009), Martin and Ventura (2016),
or Miao and Wang (2018), the bubble is only bought by adults and used as a
collateral in the borrowing constraint. By increasing the collateral, the bub-
ble increases the amount borrowed, promoting a higher investment in capital.
These two models illustrate the two different roles of bubbles. To fix ideas and
to be able to analyze the dynamics in a simple way, firms produce the final good
using an Ak technology, which implies endogenous growth.

We start by considering that the probability of bubble crash is zero, i.e.
the bubble is deterministic. In this case, we show that the two models lead
to exactly the same equilibrium, despite the fact that the two mechanisms of
the bubble seem to be a priori different. This has been shown by Miao and
Wang (2018) in a model with infinitely-lived agents. We show that this result
also holds in an overlapping generations model. Since the borrowing constraint
is binding, capital is not perfectly substitutable with the two other assets and
households cannot smooth consumption perfectly between adult and old ages.
The bubble promotes investment and has a positive effect on growth, whereas
the resulting increase in the interest rate has a negative effect when capital
is used as collateral. When the degree of pledgeability of the fundamental
collateral is small enough, the first effect dominates and the bubble enhances
growth, i.e. has a crowding-in effect. On the contrary, when the degree of
pledgeability is sufficiently large, the bubble has a crowding-out effect on growth.

2We argue that our results are not dependent of the type of heterogeneity we consider.
To illustrate this point, in an Online Appendix, we construct a model with heterogenous
infinitely-lived agents and show that we obtain some results that are comparable to those
obtained when heterogeneity comes from an OLG model with agents living three periods.



These results do not depend on the particular type of bubble considered. When
the bubble is deterministic, there is no distinction between the liquidity and the
collateral roles of the bubble.

We finally focus on the stochastic case where bubble burst occurs with a
positive probability (Weil (1987)). The liquidity and collateral roles of a bubble
can again be compared and we show that, in contrast to the deterministic case,
there is a difference between the two roles. When a household buys the bubble
for its liquidity role at the young age, she faces more risk in terms of consump-
tion than when she buys it for its collateral role at her adult age. Therefore,
the bubble has a lower size when it has a liquidity role. The opposite conclusion
applies for capital investment and growth, which are larger when the bubble has
the liquidity role. A bubble used for its liquidity role generates a higher growth
than a bubble used as a collateral, because the possible bubble crash is less
damaging to agents who invest in capital. These new results show that when
the bubble is stochastic, the liquidity and collateral roles are no more equiva-
lent and identical. This has never been emphasized in the literature. Despite
their quantitative difference, the liquidity and collateral roles of the bubble are
comparable since both of them have a crowding-in effect. Furthermore, we show
that the crowding-in effect of both types of bubbles is similar when the degree
of pledgeability of capital is small.

In the following section, we present the two models in which the stochastic
bubble is either bought when young and used to provide liquidities or used as a
collateral when adult. In Section 3, we compare and analyze the models when
the bubble is deterministic. In Section 4, we make the comparison between the
liquidity and collateral roles when the bubble is stochastic. Section 5 concludes
and technical details are relegated to the Appendix.

2 Two models with liquidity and collateral roles
of bubbles

As in several recent papers (Arce and Lopez-Salido (2011), Basco (2014, 2016),
Farhi and Tirole (2012), Raurich and Seegmuller (2019)), we consider an over-
lapping generations model with three-period lived agents. Therefore, agents may
invest both when young or adult. We distinguish between savers and investors.
The former only save through financial assets, while the later also invest in
productive capital (Farhi and Tirole (2012)).® This distinction introduces het-
erogeneity since adults are the only productive investors. We also assume that
adult individuals face a borrowing constraint. This framework allows us to con-
sider the two roles of the bubble mentioned above. In the first model we present,
the bubble has a liquidity role when an adult household sells the bubble bought
when young to invest in capital. In the second model, the bubble is bought by

3Note that in a recent paper, Raurich and Seegmuller (2019) already investigate the econ-
omy where the young invest in capital, while adults do not have access to the capital market.



adult agents, and it plays the role of a collateral in the borrowing constraint.*
To fix ideas, we start by presenting the production sector which will be the same
whatever the model we will consider.

2.1 Production sector

To simplify the dynamic analysis, we introduce a simple Ak technology. Aggre-
gate output is produced by firms, using labor, I;, and capital, k;, as inputs. In
addition, production benefits from an externality that summarizes a learning-
by-doing process, and allows to have sustained growth. Following Frankel (1962)
or Ljungqvist and Sargent (2004, chapter 14), this externality depends on the
average capital-labor ratio.

Letting a; = k¢/l;, G; represents the average ratio of capital over labor.
Firms produce the final good using the following technology:

Y = F(ky, a4ly)

The technology F'(k:,a:l;) has the usual neoclassical properties, i.e. a strictly
increasing and concave production function satisfying the Inada conditions, and
is homogeneous of degree one with respect to its two arguments.

Profit maximization under perfect competition implies that the wage w; and
the return of capital ¢, are given by:®

wy = Fy(ky, agly)ay (1)
qr = F1(ke, agly) (2)
All equilibria we will consider are symmetric ones, i.e. a; = a;. Let us

define s = F1(1,1)/F(1,1) € (0,1) the capital share in total production and
A=F(1,1) > 0. Using (1) and (2), we deduce that:

wy = (1 — 8)Aar = w(ay) (3)
@ =sA=q (4)

which give the wage and the return of capital at an equilibrium.

2.2 Model with bubble bought by young savers, YS

In this first model, that we denote as YS because young savers buy the bubble,
we illustrate the liquidity role of the bubble. Agents buy the bubble when
they are savers and they sell it to increase investment in capital when they
become investors. In this way, the bubble promotes growth. This crowding-
in mechanim is the liquidity role of the bubble that was introduced in Farhi

4In this paper, agents that trade the different assets are identified as households, whereas
some papers rather speak about entrepreneurs (Kocherlakota (2009), Farhi and Tirole (2012),
Hirano and Yanagawa (2017), Miao and Wang (2018)). The difference only concerns the
denomination of the agents.

5We denote by F;(.,.) the derivative with respect to the ith argument of the function.



and Tirole (2012) in a partial equilibrium framework. The mechanism behind
this example is also in line with many other existing papers like Hirano and
Yanagawa (2017), Kocherlakota (2009), Martin and Ventura (2012), or Miao
and Wang (2018).

We consider an overlapping generations economy populated by agents living
for three periods. An agent is young in the first period of life, adult in the
second period and old in the third period. There is no population growth. The
population size of a generation is constant and normalized to one.

FEach household derives utility from consumption at each period of time.
Preferences of an individual born in period t are represented by the following
expected utility function:

E¢[ouy (e1p) + Buz (c2e41) + yus (car42)] (5)

where «, 8,7 > 0 and u;(c;t) = Incy.

The household inelastically supplies one unit of labor when young and adult.
When young, labor efficiency is one, while it is equal to ¢ > 0 when adult. There
are three assets in the economy: capital k; used in the production, deposits d;;
that allow to finance loans, and an asset without fundamental value supplied in
one unit, with a price by¢;. There is a bubble as soon as by; > 0.

Following the seminal paper by Weil (1987), we assume that households
may coordinate their expectations in an equilibrium where the bubble crashes,
i.e. its value is zero in the next period. Because of the volatility of agents’
expectations, there is a positive probability of bubble crash in each period of
time. We consider a Markov process of a bubble crash. If there is no bubble
at period t, there is no bubble at period ¢ + 1 with a probability equal to one.
If there is a bubble at period ¢, there is a probability = € (0, 1] such that the
bubble persists in the next period and a probability 1 — 7 such that the bubble
crashes at period t + 1.

When young, the household saves through deposits di; and can buy the
bubble b1¢. In the next period, these two assets provide returns given by RfH
and 74417 > 0 if there is no bubble crash. On the contrary, a market crash in
period t + 1 means that the return of the asset without fundamental value is
zero, i.e. r.41 = 0. When adult, the household can only save through deposits
do¢4+1 and invests in capital k¢1o. When old, these two assets are remunerated
with the returns th+2 and @42, respectively. Of course, when d;; < 0, the
household rather contracts loans. When adult, these loans are limited by the
following borrowing constraint:

—R{ odori1 < Oquiokiio (6)

where 0 € [0,1) is the degree of pledgeability. This constraint means that, when
adult, the household can borrow an amount ds; 1 < 0, as long as the repayment
does not exceed a fraction 6 of the future return from her productive investment
at period ¢ + 2. The parameter 6 determines the financial market imperfection,
where a lower § means a stronger imperfection. Young agents will not face an
equivalent constraint, because they will not be short sellers of the liquid assets,



i.e. deposits and the bubble, but rather use them to make transfers to the next
periods of life.

Let us assume that a bubble exists at period ¢ when the household is young.®
At this period, her budget constraint is given by:

cit + dig + by = wy (7

With probability @ the bubble persists in the next period and the budget
constraint when adult is given by”:

C;t+1 + kiyo + dotp1 = Qw1 + Tepibie + ngi+1d1t (8)
whereas it is given by®:
Cgt+1 + k?+2 + d(2)t+1 = Qwyy1 + Rg+1d1t 9)

when there is a crash of the bubble, which occurs with probability 1 — 7. At
the old age, the budget constraint is not directly affected by the value of the
bubble, but depends on what happens in the previous period. Therefore, we
distinguish between:

Chio = Quiokiya + RYyodori (10)
Biyo = Qokiio + RYdd, (11)

Whatever the state of the nature, the borrowing constraint (6) is assumed
to be binding, i.e. R{ odot1 = —0qisokito and Rf_?_zd(z)t+1 = —0qu12k, .0 We
focus on such type of equilibria to be in accordance with the literature, as for
instance Farhi and Tirole (2012) and Hirano and Yanagawa (2017). Considering
a binding borrowing constraint in each state of nature will also facilitate the
comparison with the deterministic model where the probability of market crash
is zero. Using (8), (9) and these constraints, we deduce that:

C§Ft+1 = Qwir1 + Rngldlt + 71101t — kig2 (1 - 9?{52) (12)
+
qt+2
By = dwipr + Riydie — Ky, (1 —0 R;Eg) (13)
t+

SWhen there is no bubble at period t, the economy is at the bubbleless equilibrium for all
the following periods.

"We introduce the superscript + for the consumptions when adult and old if the bubble
does not crash to make a difference with the consumptions that appear in the expected utility

(5.

8Note that in what follows, a superscript 0 is added to each variable when it corresponds
the situation where the bubble has crashed.

9From the first order condition of the household program, we could check that these bor-
rowing constraints are binding under similar conditions than in the deterministic model, i.e.
qt+2 > Rf+2 > 0gi42 and giy2 > Rf£2 > 0qt+2. Note that the equilibrium cannot satisfy
Rf+2 > qi42 (Rfﬁz > gi++2) because, in this case, adults will not invest in capital since da¢41
(dgtJrl) gives a higher return. Note also that R‘ti+2 < 0qiy2 (RfJ?Q < 0qt4+2) cannot occur as it
would imply that an adult could borrow an infinite amount to invest in capital without being
constrained.



In accordance with Farhi and Tirole (2012) and Hirano and Yanagawa (2017),
R¢ | is the same in the two states of nature. When there is a bubble at period
t, using the equilibrium on the debt market dy; + doy = 0 and the binding bor-
rowing constraint, we get Rf+1d1t = 0qty1kt+1, where gt11 = sA, and dy; and
ki1 are determined at period ¢. This explains that R¢ "1 is uniquely defined in
both equations (12) and (13).19

Since the consumption when old does not depend on the value of the bubble,
the consumption will be ¢, when the consumption was o 41 at middle age
and ¢3;,, when the consumption was 9, ; at middle age. Substituting the
binding borrowing constraints into (10), we obtain:

Gz = (1= 0)azkeso (14)
Cgt+2 = (1- 9)9t+2k?+2 (15)
o4 Cr42

C1t

0 0
Cot41 C3t42

Figure 1: Consumption profile in the model YS when 1 — 7 is the probability of
bubble crash

Considering these events (see also Figure 1), the household’s expected utility
writes:

E¢laur (c11) + Buz (cary1) + vus (caev2)] = aui(cir) (16)
+8 [7”@(05;-5-1) +(1— W)U2(Cgt+1)] + [7"”(03—,&4-2) +(1— W)UB(CgtJrz)]

A household maximizes this utility function with respect to dy;, b1z, kito

10This would also arise if we would rather consider dq; as debt contracts without risk.



and kY, , under (7) and (12)-(15). Using u;(c;1) = Inc;y, we obtain:

« T 1—7
— = R¢ —_ + (17)
C1t G (CQ‘}H C(Q)t+1 )
@ m
— = ryfz (18)
C1t Cot+1
B ( Qt+2 ) Y
10 = (1-0)q2 (19)
CQLtH Ri 03+t+2
p < dt4-2 ) g
1-0 = (1-0)g25— (20)
Bit1 Rfﬂz Bito
Finally, when it exists, the bubble evolves according to:
bit+1 = rep1biy (21)

where 7,41 also measures the growth of the bubble price by441/b1;.

As it is shown in Appendix A, using the equilibrium prices (3) and (4), the
equilibrium on the debt market di; = —dar = 0qer1ket1/ Rf "1, the equilibrium
on the labor market I; = 1 + ¢, the capital k; = a;(1 + ¢), the growth factor
gt+1 = at41/a¢ and bubble per unit of capital by = b1:/[(1+)as], we can define
an equilibrium as a sequence {Elt, 9t} satistying the following two equations:

Os(1 — s)A(B +7) A { % }
— + 1—s)+0s
Je+1 ap(l—s)+0s(1+P)(a+B+7y) B+7y 1+¢( )
= + 8+
e Mk (22)
B+ atigz(l—s)+0s(a+B+7)
(1—s)
~ 0sA (1 + aThy W) =
birp1 = = bie = I(b1)
iy _n(=9)A _j [atn(+1) | Os(1-m(+6) piry
atB+y 144 It | TatB+y (1—5)+0s(1+¢) atphtry

(23)

2.3 Model with bubble bought by adult investors, Al

This model, that we call Al because adult investors buy the bubble, illustrates
the collateral role of the bubble, introduced by Kocherlakota (2009), Martin
and Ventura (2016) or Miao and Wang (2018). Investors buy the bubble to use
it as collateral for credits that finance investment in capital.

The model is the same as the YS, except for the bubble. There is still an
asset without fundamental value supplied in one unit, but it is not bought by
young households and sold by adults. Instead, it is bought by adults at the price
ba¢+1 and sold by old households, with a return equal to R;y2. We consider the
behavior of a household born at period ¢, assuming that a bubble exists at that



period. Households do not buy the bubble when young, which implies that the
budget constraint is given by:

C1¢ —+ dlt = W¢ (24)

Depending on whether the bubble has crashed or not at the beginning of
period t + 1, the bubble is bought or not at middle age. The consumptions at
middle age associated to these two events are c;’t 41 and S 41, respectively. The
associated budget constraints are given by:

C;t-s-l + keyo +dottr b1 = Ppwep + R?.Hdlt (25)
Cgt+l + k?+2 + d(2)t+1 = Qwirr + R?Hdlt (26)

In contrast to the model YS with a stochastic bubble, the return of dq; is
no more the same in the two states of nature. R{,, is still the return of loans

when the bubble persists, but Ef " 1 is the return when the bubble just crashes
in t+1. In addition, as in the model YS, R{?, denotes the return of loans when
there is no bubble.

-
C3t42

+0

C
C1t 3t+2

00
C3t+2

Figure 2: Consumption profile in the model AI when 1 — 7 is the probability of
bubble crash

If the bubble has crashed at middle age, there is no bubble at the following
periods, which implies that the consumption when old is:

d
Biyo = qroki o + R ody, (27)

If the bubble has not crashed at middle age, the consumption when old

depends on whether the bubble crashes (c3,,) or not (ci,%,) at old age:

o = qiokiis + Eg+2d2t+l (28)
Cg}ig = Q4okiyo + Rf+2d2t+1 + Riyobartr (29)

As in YS model, adult investors face a borrowing constraint. We assume that
this binds in every state of nature. We distinguish between two states. First,

10



when the bubble has crashed at middle age, we assume that the borrowing
constraint —R$%,dJ, .| < Ogriok? 5 is binding, i.e. R©,d3, , = —0gi1oky,,.
Then, the consumptions (26) and (27) rewrite:

I di+2
C(2)t+1 = Qw1+ Rf+1d1t - k?-s-z (1 - GR;BQ) (30)
t+

ng+2 = (170)%-&-2]@?4,_2 (31)

Second, when there is a bubble at the middle age, ba;11 > 0, we follow
Martin and Ventura (2016) assuming that the bubble is also used as collateral
to borrow. We have now both fundamental and bubbly collaterals. The credit
constraint is stochastic, i.e. it depends on the expected return of the bubble
and on the expected cost of credit reimbursement.!'! We have:

- |:7TR?+2 + (1 - W)Ef+2:| d2t+1 < th+2kt+2 + 7TRt+2b2t+1 (32)

The household can borrow an amount d;yo < 0, as long as the expected
repayment does not exceed a fraction 6 of the future return from her productive
investment, i.e. the fundamental collateral, and the expected market value of
the bubble at period t + 2, i.e. the bubbly collateral. Note that the degree
of pledgeability of the bubbly collateral is one. This is in accordance with
Kocherlakota (2009), Martin and Ventura (2016) or Miao and Wang (2018). In
fact, Kocherlakota (2009) introduces a constraint where only the bubble serves
as collateral. It corresponds to the case where 6 = 0.

Considering the consumptions at the different states (see also Figure 2), a
household maximizes her expected utility:

Eq[auy (c11) + Bug (car1) + yus (csir2)] = au(cn) + Blrua(cs,y )

+(1 = mua(che )]+ [TPuledifs) +7(1 = mus(cqla) + (1= mus(chis)]

with respect to dis, k5, kit2, bart1 and daiq1 under the constraints (24), (25)
and (28)-(32). From the first order condition with respect to dy:, we obtain the
arbitrage condition between consumptions when young and adult:

a 5WR?+1 Bl — T‘—)Rg+1
— = - + 5 (33)
1t Catt+1 C2t+1

If the bubble has crashed at period ¢t 4+ 1, we obtain from the first order
condition with respect to kot4o:

8 _
C(Q)t+1 = Bt~ (¢wt+1 + Rf+1d1t> (34)
RO, (1—gd2) — T R4, d 35
42 ( R, s (¢wt+1 + Ry 1t) (35)

11See for instance Tacovello (2015) and Quadrini (2011) who, in a different context, also
consider borrowing constraints in expected terms.

11



If the bubble has not crashed at period ¢+ 1, we assume that the borrowing

constraint (32) is binding and we deduce the following first order conditions!?:

(W _pt+2 > +5 Gy <7T(7:L+ 0) " 77(1+0* W)) (36)

Riyo Cott1 C3t42 C3¢+42
d d d d
g . TR, + (1 -—mRi,\ _ yr(l-mRi, r(l—mRE,
+ - ) =+
Coty1 Riqo C3¢42 C3¢y2

(37)

We assume that the asset do;41 is a financial instrument that gives perfect
insurance in terms of consumption, i.e. cg'tiQ = 03';&2. Using the expected
borrowing constraint (32), the budget constraints (28) and (29) allow us to
deduce that cf;t, = ¢4’y = (1 — 0)g42kero. Such an assumption, which is
in accordance with Kocherlakota (2009), will facilitate the comparison with the
model where the bubble has a liquidity role. Moreover, we will obtain the
deterministic model as a limit case when 7 tends to one, which is not possible
otherwise.

Using (37), we immediately deduce that:

7TRt+2 = 7TR?+2 + (1 - 7T)§7€i+2 (38)

Therefore, the borrowing constraint (32) rewrites:

0qi+2kit2
d =———""T=_ 39
2t+1 TRya 2141 (39)
The equilibrium on the credit market implies that dis4+1 = —dat4+1. Using

these different equilibrium conditions and the budget constraint (25), the first
order condition (36) implies:

B
Catr1 Bt~ (¢we1 + thiJrldlt) (40)
kiyo (1 -0 de2 ) = T (¢wt+1 + Rf+1d1t) (41)
TRy2 B+~
The bubble evolves according to:
bat+1 = Ryy1bat (42)

Using the equilibrium on the credit market and (38), we obtain R?Hdu =
7d2t(Rt+2 - PTWREZ_’_Q) Substituting the equality 7th+2d2t+1 = 9qt+2kt+2,
which comes from the perfect consumption insurance, and (39), we obtain

12Using the first order conditions of the household problem, we can easily show that the
borrowing constraint is binding when g¢42 > mR¢y2 > 0g¢4o.
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Rgﬂdu = bort1Riyo + 0qii2ki 2. Using this and (42), equation (41) rewrites
one period before as:

qt+1 Y
k 1-6 = wi + boy + Oqik 43
t+1( 7TRt+1) s (pwy + bay + Ogsky) (43)

Let us introduce a; = k¢ /(1 + ¢), boy = bot/[(1 + P)a], gr+1 = ary1/az, and:

054 (L5224 + 05A) + By (T2 4 054)

(% + QsA) (HSA + 7752t+1>

U(bgi1) =

(44)

where U(bgry1) = 1 when m = 1 and ¥(bgt11) > 1 when 7 < 1, meaning that
\I}(gzt+1) is decreasing in .

As it is derived in Appendix B, an equilibrium is a sequence {ZQt’ 9t}t>o
satisfying the two following equations:

~ a% + 6sA [a—i— (ﬂ+7)\1’(52t+1):| _

boty1 = = oA = po bat (45)
(8 + VW (Gar) 7 O~ b [+ (8 4 9) ¥ (v

’ Byl 1+9 ad(l — )+ 0s(1+ @)a + (B + 1)U (bar1)]

ol fs a+ (B8+7)m¥(byi1)
+ 02

B+y « %;5’) +0s[a+ (B +7) ¥ (bar11))]

(46)

2.4 Comparison with the related literature

Before analyzing equilibria, we more specifically compare our models with the
closest related literature, namely Farhi and Tirole (2012), Hirano and Yanagawa
(2017), Martin and Ventura (2012, 2016), Kocherlakota (2009) and Miao and
Wang (2018).

Farhi and Tirole (2012) is a special case of the model with by; > 0 and by; = 0
for all ¢. We generalize their approach considering a general equilibrium model,
meaning that prices and incomes are endogenous. Furthermore, we do not have
to introduce an adding asset representing outside liquidity, called trees, which
is required for their result.

Hirano and Yanagawa (2017) is quite similar to our framework when by; > 0
and bg; = 0 for all ¢t. Despite the fact that they consider infinitely-lived agents,
they distinguish between high and low productive investors. In our model, adult
individuals correspond to high productive investors and young individuals to low
productive investors, taking the extreme assumption that young individuals are
completely unproductive. Having b1; > 0 and by; = 0 in our framework means
that the bubble is used only to transfer resources from less to more productive
agents, as in their paper.
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The mechanism for the crowding-in effect of the bubble highlighted by Mar-
tin and Ventura (2012) is also encompassed in our framework. They consider
two-period lived overlapping generations in which agents are heterogeneous be-
cause their investments have different returns. Despite the fact that they have
no credit, the bubble enhances growth because it reallocates resources from less
to more productive traders, as in our framework with b1; > 0 and by = 0. In
our model, it corresponds to a situation where the unproductive young agents
buy the bubble from the productive adult ones. Note that in contrast to Mar-
tin and Ventura (2012), we will not need any exogenous bubble shocks to have
a crowding-in effect of the bubble. Indeed, in their model, some new bubbles
are distributed to young agents at each period. These new bubbles are those
sold by the more productive agents to the less productive one generating the
liquidity effect of the bubble. This also means that without these new bub-
bles, a crowding-in effect cannot occur and dominate the crowding-out effect on
capital.

Our model also generalizes Martin and Ventura (2016) when b;; = 0 and
bor > 0 for all t. Indeed, we also have workers that provide credits (young agents
in our framework) to some investors (adults in our framework), but this het-
erogeneity among agents comes from the three-period lifetime. In their model,
the credit constraint also has two types of collateral, one related to the value of
the firm and one associated to the bubble. However, note that in contrast to
Martin and Ventura (2016), bubbles have a crowding-in effect without adding
bubble shocks in our paper. If in Martin and Ventura (2016) there was no
bubble shock, i.e. new bubbles that enter the collateral constraint, there is no
reason why credit constrained entrepreneurs will invest more. Indeed, otherwise,
holding the bubble has a crowding-out effect on saving through capital.

The credit constraint investigated by Kocherlakota (2009) can also be seen as
a particular case of our model if we set 8 = 0. This case where # = 0 corresponds
to a configuration with strong financial imperfections in our framework, since
capital does no more play the role of collateral.

Finally, Miao and Wang (2018) consider a model with heterogenous en-
trepreneurs facing idiosyncratic shocks. In their model, there is a bubble on the
value of the firm, which is used as collateral in a credit constraint. Accordingly,
the bubble has a collateral role as the one we investigate. In an extension of the
initial model to take into account a pure bubble, Miao and Wang (2018) assume
that this pure bubble can be sold by investing entrepreneurs to non-investing
ones to increase their investment. This mechanism is related to the liquidity
effect we consider in the YS model.

3 Deterministic equilibria

We first compare the equilibria of the models YS and Al when the bubble is
deterministic. Then, we analyze the existence of BGPs and the dynamics of the
bubble. We study in particular whether the bubble enhances growth or not. We
end this section giving an intuition for the crowding-in effect of the bubble.
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3.1 Comparison of liquidity and collateral roles of bubbles

The bubble is deterministic when the probability of market crash is zero, which
means that 7 = 1. In this case, the dynamic system (22)-(23), which defined an
equilibrium in the model YS writes:

0s(1 — s)A(B+7) YA { ¢
= 1-5)+6
T R B X s oy I F el AL
gl a+B+y
+b —0s =F(b 47
18+~ a%(l—s)—l—@s(a—&-ﬁ#—’y) (b )
e )
by = 0sA— 00— S b= G (b) (48)
atfty 1+é ¢
Wlth bt :glt'

Substituting now 7 = 1 in the dynamic system (45)-(46) which defines an
intertemporal equilibrium in the model AI, we obtain the dynamic system (47)-
(48) with by = by,.

The equilibrium of the models YS and AI is characterized by the same
equations, which means that they share the same equilibrium. There is a perfect
equivalence between the models YS and Al, despite the fact that the role of
the bubble is a prior:i different. In the model YS, the bubble is introduced to
provide liquidity to the adult investors. In contrast, in the model AI, the bubble
is bought by adult investors that use it as a collateral to borrow. Therefore, the
bubble increases the amount borrowed by the adult individuals and, as a result,
the deposits of the young individuals also increase.

To gain some intuition on this equivalence result, we next show that the
effect of the bubble on the savings of the young coincide in the two models. To
see this, we use the binding credit constraint to show that, in the AI model,
these savings are given by di; = 0qi11kt11/Rit1+bat, whereas in the YS model,
they are given by dy; + b1 = 9qt+1kzt+1/Rf+1 + b1¢. It explains that the two
mechanisms play exactly the same role and the bubble has finally the same
effect in both models, as follows from the fact that the reduced forms of the two
models are identical.

3.2 BGPs, dynamics and crowding-in effect of the bubble

We study now the dynamic system (47)-(48), which describes the equilibrium of
both the AT and YS models, to examine the existence of bubbleless and bubbly
BGPs, the dynamics and whether the existence of the bubble is associated to
more growth, i.e. has a crowding-in effect.

For further reference, equation (48) can be written:

Gt+1ber1 = Rey1by (49)
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where the interest factor is given by:

14 e} ¢(1—s)

a+B+vy 0s(1+
Ri1 = 0sAgr—5— fljs)A( Z) = R(gt+1,bt) (50)
affy 1+g Ut

with b; < OHB_ELY (11;S;A. Equation (49) gives the dynamics of the ratio of
bubble over capital, which is a non-predetermined variable. Given the sequence
of {bt},~, we deduce the growth factor at each period of time using (47).

There exist two BGPs, the bubbleless one (b, g) = (0, F(0)) and the bubbly
one (b,g) = (b, (b)), with:

B+y—ap(l—s)A

b= —0sA 51
atBty 1x¢ 0 (51)
where b > 0 if:
B+ Bty—ap (1-s)
< — d 0< =40, 52
¢ an a+ B+ s(1+¢) (52)
and
_ Y
=AlsO0+(1—-8)——W 53
7= At (18] (59
bt-'L-l
bt+1:G(bt)
biy1 =|bs
- by
0 b Bty (1=s)A
at+B+y  1+¢

Figure 3: Dynamics of bubble

Taking into account conditions (52), we can easily prove that the bubbleless
steady state b is stable and the bubbly steady state b is unstable. Therefore,
there are three types of equilibria depending on agents’ expectations:

e there is no bubble, b; = b = 0;

e there is a persistent bubble, b, = b > 0;
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e there is a bubble that decreases and converges to 0 for all 0 < b; < b.

If individuals initially choose b; such that b < by < ai;17 (11_:35A, the bubble
would increase along this equilibrium, and it would eventually crash after a finite
number of periods when b; crosses the upper bound af_;ng (:_S(;A. Therefore,
rational individuals will never buy the bubble at such a price, and hence, this
is never an equilibrium. All equilibria must satisfy 0 < b; < b.13

Of course, these equilibria should satisfy the binding borrowing constraint,

i€ qer1 > Repr > 0qiq1.

Lemma 1 Any equilibrium by € [0,b] satisfies the binding borrowing constraint
if 755 > ﬁl#v and 0 < 0y, with:

1—s
0, = a(ﬁm (54)
a¢+y(1+¢)

Proof. See Appendix C. m

Using this lemma, we deduce the existence of the different types of equilibria
with bubble:

sps ; Bty -
Proposition 1 Assuming ¢ < =1, 2= >

! ng T #ﬁ#”/ and 6 < min{6,, 6y}, there
exist three types of equilibria:

1. a bubbleless BGPb=1b=0;

2. a bubbly BGP b = b;

3. any sequence by € (0,b), which decreases and converges to 0.

The bubble has a crowding-in effect on growth if and only if there is a positive
relationship between b; and g¢;11. The following proposition summarizes the
main results:

Proposition 2 Let
a o(1— )

h=2
BatB+ys(l+)

(55)

1. If we have ¢ < g and 2 > ﬁ(ﬁ-qa) a¢+fﬁfy_&$+¢), the bubble has a

crowding-in effect on growth if 6 < 6, has no effect on growth if 6 = )
and has a crowding-out effect on growth if @ < 6 < min{f,, 0 }.14

; B Bty 7 a¢t(B+7)(A+4) v
2. If either o < ¢ < =2 or EIEE] . > = > Py g

bubble has a crowding-in effect on growth for all 6 < min{f,,6,}.

the

13Note that if the bubbly BGP b does not exist, s.e. ¢ > % or 6 > 04, we can easily
show, using the same arguments than above, that the only equilibrium is the bubbleless BGP.

14Note that ¢ < g and 2= > B(lilﬁb) a¢+(<ff;+>$+¢> ensure that 8 < min{6q, 6p}.
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Proof. See Appendix D. =

This proposition shows that when 6 < 5, the bubble boosts growth. In
this case, the crowding-in effect of the bubble dominates its crowding-out effect.
As a direct implication, the bubbly BGP features a higher growth than the
bubbleless one, i.e. § > ¢.'° In contrast, when 6 > 6, the crowding-out effect of
the bubble dominates its crowding-in effect and § < g. A lower 6, i.e. a stronger
credit market imperfection, reinforces the crowding-in effect of the bubble.

This result can be related to Hirano and Yanagawa (2017) who also analyzes
an endogenous growth model, but with heterogeneous infinitely-lived agents. In
their framework, there is also a level of 6 such that below it, the crowding-
in effect dominates, whereas above it, the bubble has a crowding-out effect.
However, in contrast to us, the existence of the bubble requires a minimum
value for 6. The main difference lies in the returns of investment opportunities.
In their framework, all investment opportunities have a positive return, whereas
in our model, young agents do not invest in capital because they expect a
zero return. More importantly, our results hold whatever the type of bubble
considered, i.e. either young agents buy the bubble (b1 > 0), or adults (b > 0).

Finally, in addition of having a crowding-in effect, we show now that the
bubble is welfare improving;:

Proposition 3 Assuming ¢ < %, = >

1-s

ﬁﬁ_ﬂ and 6 low enough, a bubbly
equilibrium such that by € (0,b] is characterized by a higher welfare for all
generations than a bubbleless BGP with b = 0.

Proof. See Appendix E. =

Welfare increases with the life-cycle labor income and decreases with the
interest rate. Since the bubble increases the interest rate, it can only increase
welfare when there is a large crowding-in effect that increases life cycle labor in-
come. Note that this contrasts with the result obtained by Hirano and Yanagawa
(2017) where the bubble always improves welfare because of a better consump-
tion smoothing. In our case, the important channel goes through the effect of
growth on wage, and therefore life-cycle labor income.

3.3 Economic interpretation

We would like to understand why the bubble can promote growth when the
adults / investors are constrained. Note that if there was no binding borrowing
constraint, households could perfectly smooth consumption and all assets would
be perfect substitutes, i.e. would have the same return. In this case, consump-
tions would linearly depend on the life-cycle income, which would imply that
total savings would not depend on the bubble. As a direct implication, any
increase of the bubble would imply a decrease of the new investment in capital.

15We also observe that the interest factor at the bubbleless BGP R is lower than at the

bubbly BGP, R.
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When adults face a binding borrowing constraint, households cannot smooth
consumption without any restrictions, and capital is no more substitutable for
credit and bubble. The consumptions depend now on the asset holdings and,
therefore, the savings too. This opens the door to mechanisms for which the
bubble has a crowding-in effect on capital.

Since c3ir2 = (1 — 0)qi42kitro, we first observe that the consumption when
old does not directly depend on the level of the bubble because of the binding
borrowing constraint. The redistribution from the old to the adult age coming
from borrowing only depends on capital income, because the loan demand net of
the purchase or sale of the bubble is constrained by the fundamental collateral.
Focusing now on consumptions when young and adult, we easily see that the
bubble induces a redistribution from the young households to the adults. In
other words, it increases savings, as we have already shown. If the bubble is
bought when young (by; > 0), we have the liquidity effect, which may cause a
crowding-in effect of the bubble. If the bubble is bought when adult (by; > 0),
the explanation goes through the credit market. Due to the binding borrowing
constraint, a higher bubble leads to more loans. To satisfy the equilibrium on
the credit market, these loans are financed by deposits of young households.
Therefore, a higher bubble requires more deposits by young households. Since
these deposits are remunerated at the next period, this increases the liquidity
transferred at the adult age. Since deposits, or credit, and bubbles are perfectly
substitutable assets, the liquidity role of both types of bubbles (bis or by) is
identical.

Finally, the existence of a bubble, which means a higher supply of liquid
assets than at the bubbleless equilibrium, also increases the cost of credit used
to finance capital (R:4+1 increases), which reduces capital investment (see for
instance (43) with m = 1). Therefore, the bubble enhances growth when the
degree of pledgeability 6 is sufficiently small. The higher 6, the more important
the negative effect of a raise in R;11 on capital. This last effect corresponds to
the crowding-out effect of the bubble when the borrowing constraint is binding.

4 Stochastic equilibria

When the model is deterministic, a bubble is a perfect substitute of credit. The
liquidity and collateral roles of the bubble are equivalent despite the fact that
the first role is obtained when the bubble is bought when young and the second
one when the bubble is bought at the middle age. When we enrich the model
with a positive probability of bubble crash, bubbles and credit are no more
perfect substitutes and the difference in the period bubbles are bought makes
the two roles of the bubble different. In what follows, we compare the bubble
size and growth rate generated by these two roles attributed to the bubble, when
this latter is stochastic. This comparison is relevant for several reasons, as for
instance to know whether a household invests more when the bubble is bought
at young or adult age. It is also relevant for governments that might like to
know in which case the crash of the bubble will be more damaging, at least to
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facilitate the implementation of the most appropriate policy.

4.1 Model YS with a stochastic bubble

As we have seen in Section 2.2, an equilibrium with stochastic bubble in the
model YS is a sequence {bi:, gt} satisfying equations (22) and (23). The
dynamics are qualitatively similar than in the deterministic model (see Section

3) for all Eu < 61, with /b\1 = W(L_FZ,)A/ [M—g(ﬁj—w + ¢?1§(*1S;:)9(81(Tf215)}

If we further compare with the deterministic case (see equation (48)), we
note that for a given by, I(by;) decreases with respect to 7. Since I(by;) is
an increasing and convex function, it means that the higher the probability of
bubble crash 1 — 7, the smaller is the level of the bubble per unit of capital by

at the stochastic bubbly BGP, with:

(1=s)Am(B+y)—ad
i 56 athiy 0sA
L= a3n(819) 1 _0s(0-m(+é)  Bivy
at+p+y d(1—s)+0s(1+¢) a+p+y

(56)

S : i B+ (A=9)[r(B+7)—ag] it
which is strictly positive for 772% > ¢ and 6 < St BT In addition,

the higher the probability 1 —, the smaller the range of by; € (0,b;) converging
to the bubbleless BGP.

Once the equilibrium path of the bubble is determined, equation (22) gives
the equilibrium level of growth. Equation (22) is identical to (47), which deter-
mines the growth rate as a function of the bubble in the deterministic model.
We have seen that, if 6 is sufficiently low, there is a positive relationship be-
tween the growth rate and the bubble size. In this case, the growth rate at the
stochastic bubbly BGP is higher than at the bubbleless BGP. This means that
the bubble has a crowding-in effect.

Because of the positive probability of market crash, it is risky for a young
household to buy the bubble. Therefore, the bubble size is lower than at a
deterministic bubbly BGP. As a direct implication, the growth rate is also lower
than in the deterministic case when the bubble is productive. Although adult
investors do not face any risk associated to bubble burst, they invest less in
capital because they own less liquidities than under a deterministic bubble.

4.2 Model AI with a stochastic bubble

In Section 2.3, we have shown that an equilibrium with stochastic bubble in the
model Al is a sequence {ba, gt} satisfying equations (45) and (46). To keep
things as simple as possible, we focus on the existence and properties of BGPs.
By inspection of equation (45), we see that a bubbleless BGP by = 0 exists,
while a stochastic bubbly BGP with a positive bubble can be defined by:

_ A3+ )ru(b) — o] — 054 [a+ (8 +7) ¥ ()| _
b = - = B(¥ () (57)
a+ (B+7)m¥(b2)

20



In Appendix F, we show that a unique positive solution 52 > 0 exists if

g_;'_’y m(1—s) 1 (Bty)T—ad
¢ <=2 and 0 < mm{(1 TR g ey R }-

To compare with the deterministic bubbly BGP, we note that W\I/(Eg) <1
and \Il(gg) > 1 when m < 1, whereas they are equal to 1 when # = 1. From
equations (51) and (57), we deduce that the stochastic bubble by at the BGP
is lower than in the deterministic case. When there is a positive probability of
market crash, the bubble size is lower than when the bubble is riskless. This
result is similar to that obtained when the bubble has a liquidity role, but
the interpretation is different. Now, the bubble does not increase risk, since
the household faces a form of consumption insurance at the old age. However,
the loans collateralized by capital increase relative to the loans collateralized by
the bubble, because the return of capital becomes relatively higher (see equation
(39)). This explains the lower value of the bubble when 7 < 1. Finally, similarly
to the model YS, equation (46) allows us to deduce that for 6 low enough, the
bubble has a positive effect on growth, meaning that there is still a crowding-in
effect of the bubble.

We underline at this stage that we assume that the loans ds ensure perfect
consumption insurance to match the deterministic model in the limit case with
m = 1. Other properties could characterize loans. For instance, if we consider
that loans are remunerated by the same interest rate whatever the state of
nature, the borrowing constraint would no more be binding at each state of
nature in the Al model. This might rule out the crowding-in effect of the
bubble. Our specification has been chosen so that the credit constraint binds in
every state, which is in accordance with existing models dealing with a bubbly
collateral (Kocherlakota (2009), Martin and Ventura (2016), Miao and Wang
(2018)).

4.3 Comparison of the liquidity and collateral roles of a
stochastic bubble

To compare the liquidity and the collateral roles of a stochastic bubble, we first
study if by, given by (56), is higher or not than bs, defined by (57). As it is
shown in Appendix F, we have B'(¥) > 0, which means that B(W(BQ)) > B(1)
because U (by) > 1. Using (56) and (57), we easily deduce that by > B(1) > by.

Second, we recall that we measure the importance of the crowding-in effect
as the difference between the growth rate at the bubbly and at the bubbleless
BGPs, where the last one is of course the same whatever the role played by
the bubble. Therefore, to determine whether the crowding-in effect is more
important when the bubble has a liquidity or a collateral role, we compare the
growth rates at the stochastic bubbly BGPs in the YS and Al models.

Let us call g; the growth factor at the stochastic bubbly BGP in the model
YS and gy the growth factor at the stochastic bubbly BGP in the model Al
The first one identifies the liquidity effect when the bubble is stochastic, the
second one the collateral effect. We show the following results:
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Proposition 4 Assuming that 1 <1 and 7(8 + ) > a¢, we have:
1. by = by and g1 = g2 if 6 =0;
2. El < 52 and g1 > g2 if 0 > 0 is low enough.

Proof. See Appendix G. =

When there is no fundamental collateral, # = 0, we recover the result that
we obtain when the bubble is deterministic. The liquidity and collateral roles
of the bubble are identical since the stochastic bubbly BGP is characterized by
the same levels of bubble and growth.

With a fundamental collateral in the credit constraint, i.e. 8 > 0, the col-
lateral role of the bubble generates a higher bubble than the liquidity role.
However, the crowding-in effect is stronger under the liquidity role than under
the collateral role.

When 7 < 1, the stochastic bubbles in both models become lower than the
deterministic one. At a stochastic BGP, the bubble is higher when it plays the
role of collateral than the role of liquidity, because this asset is riskier in terms
of consumption in the model YS than in the model Al Indeed, when a young
household buys by, he faces the risk of a bubble crash at the adult age. In
addition, savings through deposits when young is less risky since it gives the
same return whatever the value of the bubble. A larger share of saving at young
age is therefore composed of deposits. On the contrary, when an adult buys by
in the model Al he faces no risk in terms of future consumption, since the loans
ds provide a consumption insurance against the risk of a bubble crash in the
last period of life and the expected return of the bubble is equal to the expected
return of loans (see equation (38)).

We explain now why growth, and therefore, investment in capital are larger
in the model YS than in the model AI. By inspection of (17) and (18), we
observe that, in the model YS, the cost of borrowing R¢ " 1 is smaller than the
return of the bubble. In contrast, in the model Al, the cost of borrowing is larger
since it is equal to the expected return of the bubble (see (38)). As a result,
capital investment is higher in the model YS than in the model Al, because
the investment multiplier and deposits used to finance loans collateralized by
capital are higher. This explains that the liquidity and collateral roles are no
more completely equivalent when the bubble is stochastic. However, despite
their quantitative difference when 6 > 0, the collateral and liquidity roles have
still comparable effects on growth, since with both of them, the stochastic bubble
has a crowding-in effect on growth.

This last conclusion is reinforced by the limit case where 8 = 0, where the
bubble and growth are the same in both models. As there is no fundamental
collateral, the cost of borrowing has no impact on capital investment. The
investment multiplier is equal to one in both models and loans collateralized by
capital are null. According to our previous explanation, there is no difference in
capital investment. Moreover, in the model YS, deposits become zero and young
agents save only through the bubble, while in the model AI, deposits finance
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loans which correspond to the bubbly collateral. Therefore, in both models,
young agents save using the same asset, the bubble, which then has the same
value. The same type of intuition explains that the differences between the two
models remain small when 6 is small.

5 Concluding remarks

Recently, several papers have identified some channels through which asset bub-
bles promote economic activity. Two important common features in these pa-
pers are the existence of borrowing constraints and the heterogeneity of traders.
However, bubbles have different roles. The two main ones are to provide lig-
uidities and to serve as a collateral. In this paper, we introduce heterogeneous
traders by considering an overlapping generations model with three period-lived
households. Only adults have access to capital investment, and face a borrowing
constraint. We show that the roles played by a deterministic bubble, namely
to provide liquidities and to be a collateral, are perfectly equivalent. Therefore,
the equilibrium is identical under these two roles of the bubble. We show that
bubbles may increase growth and also welfare.

When there is a stochastic bubble, which may crash at each period of time
with a positive probability, the equilibrium with the liquidity and collateral roles
of the bubble is not identical. However, both equilibria are still very similar
even if some differences appear when capital is used as collateral. Because
the liquidity role is more damaging in terms of consumption when a bubble
crashes, the bubble size is lower than when the bubble has a collateral role. On
the contrary, the liquidity role generates higher growth, because the burst of a
bubble used for liquidity is less damaging to agents who invest in capital.

As we have seen, the asset bubble and the credit market allow for some trans-
fers from the young and old agents to adults who invest in capital. Of course,
if the young agents invested in capital instead of the adults, the conclusions
would be completely different. As shown by Raurich and Seegmuller (2019), the
transfers would be done from the adult age to the young and old ones. In their
paper, the bubble enhances production because its existence relaxes the binding
credit constraint and facilitates investment. Our paper is complementary to this
previous one. Using these two contributions, the conditions for the existence of
a crowding-in effect of the bubble are established, regardless the investment in
capital is done at the young or at the adult age.
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Appendix

A Derivation of an equilibrium in the model YS with a
stochastic bubble

Using (13), (15) and (20), we deduce that:

B
i1 = m@wtﬂ + Rfﬂdu), (A1)

and using (12), (14) and (19),

B

iy = m(¢wt+1 + R, ydyy + rep1biy) (A.2)
v Qwiyr + R dig + reerbi

kiro = i“ i (A.3)

t+2
We use now (17) and (18), and substitute the consumptions (A.1) and (A.2)
to get the arbitrage condition:

d
T /R, — 1

bitt1 = (pwis1 + RY dyy) (A4)

1—m
which shows that the return of the bubble r;,; times the probability of bubble
persistence 7 should be higher than the return on deposits R{ "1 for there to be
a bubble.

Using the equilibrium prices (3) and (4), the equilibrium on the debt market
diy = —doy = 0qt+1kt+1/Rf+1, and the variables k; = (1 4+ @)ay, grr1 = ary1/ar
and by, = by, /[(1 + ¢)as], equation (A.3) implies that:

v %(1 — 8)A+0sA + by,

) A
Bt L= 0g]

Ji+1 = (A.5)

Substituting the budget constraint (7) and the consumption (A.2) in the
first order condition (18), we get:

[ - 0 (1—S)A—|—95A<a +7T7“t+1>}gt+1

B+yl+¢ B+~ R,
1—s5)A ~
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while the arbitrage condition (A.4) writes:

(1 —(13)_14?(;;?1) + ¢)5““ =1 /Ripy — 1 (A7)

and the evolution of the bubble b1441 = r¢y1b1¢ is equivalent to:

Ges1b141 = Te1bu (A.8)

Now, we can use (A.7) to substitute R{,, in (A.6), and deduce the return
of the bubble:

g1 [525 785 (1 9)A + 05425252

(1-s)A 7 a (1—m)(1+¢)
T irs — bu [77 + 5y TOs ¢<17s)+es<1+¢>}

(A.9)

Tt41 =

Using (A.7) and (A.9), equation (A.5) gives the growth factor as a function
of the level of the bubble. Finally, substituting (A.9) in (A.8), we deduce the
dynamic path of the bubble. The resulting equations define the dynamic system
(22)-(23).

B Derivation of an equilibrium in the model AI with a
stochastic bubble
Substituting (24), (34) and (40) in the arbitrage condition (33), we get:

o (BrymRl, (B -mRE,
wy —dyy  pwiyr + REdyy w1 + RE(dyy

(B.10)

Using (38) and (39), and the equilibrium conditions which follows from these
equations, we can substitute RY, |, di;, and R{,; to obtain:

a(0qgei1key1 + TR 1bat) (B Y)m(0gs41kir1 + Reyp1bar)
TRip1(wy — bay) — Oqey1kirr dwigr + Oqrkigpr + Rigaba
B+ = m)0g41ki1
dwiy1 + O0qiy1keyn

(B.11)

Recall that, when the bubble exists, b is its price at time ¢ and Ry is the
increase of this price. Accordingly, the evolution of the bubble bot11 = Ryi1bat
writes:

Ges1barar = Repiba (B.12)
and, using (3) and (4), equation (43) is equivalent to:
sA v [e(l—-s)A ~

1-9 = + by + 0sA B.13

gt+1 ( TI'RH_1> B‘i”)/ |: 1+¢ 2 s ( )
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Using (3)-(4) again and (B.11), we obtain:

agi+1 (% + 95A> + aRt+152t

TR 1 ((11183;4 —32t> — 0sAgsi

= (B+7)¥(b2t+1) (B.14)

where W (bgs11) is defined by (44). Note that (B.14) is equivalent to:

o(1—3s)A ~

i1 [alﬂb + 0sA (a +(B+ 'y)\I/(bgtH)) (B.15)
~ (1-s5)A

= Ri1 [(5 + 7)‘I’(b2t+1)7TW — by (a + B+ 7)7“1’(52&1))}

Substituting Ry+1/g++1 in the evolution of the bubble (B.12) and in (B.13),
we get (45) and (46).

C Proof of Lemma 1

Using (2) and (50), R¢1+1 > 6qi41 is equivalent to:

a ¢><1—s>]> B+y (1-s)A
a+B+v0s(1+9) at+B+vy 1+4+¢

Jt+1 {1 + — b (C.16)

By inspection of (47), this inequality is always satisfied. Using again (2) and
(50), Riy1 < gr41 1s equivalent to:

+ 0sA

RS = 52 1+ G e [ 22

a+B+70s(1+¢) 1+¢

B+~ (1-s)A _
P e —bt] = LHS(b) (C.17)

<(1—0)[

For b; < 57 we deduce that:

RHS(b;) < {1 P ) ] (1 —s)Afy

a+B8+v0s(1+¢)| a+8+7y
ap  (1—s)A
at+pB+y 149

LHS(b,) > (1-06)

Using these last two inequalities, inequality (C.17) is satisfied if *; > ;95—
and 0 < 6.

D Proof of Proposition 2

Bty s Y
Assume ¢ < o 1-s > Py

increasing (decreasing) in b, if and only if 6 < 6 0 > 5) and g;41 does not

and 6 < min{0,,0,}. Using (47), gi41 is
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depend on by if and only if § = 6. Then, using (52) and (55), we can show that
0 < 0, is equivalent to:

Using now (54) and (55), 8 < 6, if and only if:

B+

dly(1—s)—ps] < fBs — (1 — S)W’m

which is equivalent to 1~ > [3(11 2 a¢+(g’i—;ﬁ$+¢)

1, we easily deduce the proposition.

> a+g+7. Using Proposition

E Proof of Proposition 3

Since the collateral and liquidity roles of the bubble are similar in the deter-
ministic case, we consider the model YS to fix ideas. Taking into account that
the borrowing constraint is binding, i.e. —R§l+2d2t+1 = 0qy42ki12, the budget
constraints write:

C1t + dlt —+ blt = Wt (E18)

Cot41 + Ktyo (1 - qu%tjz ) = Qw1 + Ry, dy +reg1by  (E.19)
t+2

C3t+2 = (1 — 9)qt+2kt+2 (EQO)

Since di; and by are perfectly substitutable assets, we have Rf 1 = T¢41. There-
fore, we can deduce the life-cycle budget constraint:

1—0qi12/7i42

Ti41C1e + Copr1 + C3t+2 = ¢wt+1 + T We (E.Ql)
(1—0)gt+2
Maximizing the utility function:
U = aln(c1y) + Bln(cae41) + v 1n (c3e42) (E.22)

under the constraint (E.21), we easily get:

C1t « Wi

= +7r E.23
Wiy rerr(a+ B +7) (gb o wt+1> (E.23)
Cot+1 5 W

— + T E.24
P (sb - wm) (E.24)
C3t42 0 (1—0)qiso < wy >

— +7r E.25
Wiyt a+B4+71—=0q42/ri42 ¢+ T Wit (E25)
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Using (3), (4) and g¢41 = as41/as, these three equations rewrite:

C1t o Tt+1
= + E.26
Wit rep1(a+ B +7) (¢ gt+1> (E.26)
Cot41 5 ( Tt+1>
= + E.27
Wep1 a+pB+y ¢ Gt+1 (E.27)
C3t+2 _ ")/ (1 — Q)SA < + 7"t+1> (E28)
W1 a+B+y1—0q/riio gt+1
with
t+1
W41 = (1 — S)Aao H adn (E29)
h=1
Substituting (E.26)-(E.29) in (E.22), we get:
i r
U, = Uo+(a+ﬂ+’y)lanh+ (B+7)Ingiy1 —aln <t+1>
h=1 gi+1
sA Tt41
—yln{l-0— )+ (a+B+y)In|o+ (E.30)
Tt+2 gt+1

with Up = (a+B+v)In(1 —s)Aap+alna+Fnf+yIny— (a+ S +7v) In(a+
B+ 7v)+vIn(1 —0)sA.

We can easily see that the expression (a+ £ +7)In (qb + gi—i) —aln (%)
is increasing in 7¢41/ge41 because ry11/gip1 > /g > ap/(B + ), where r =
R(g,0) is given by (50).

Since the existence of a bubble increases gp, r++1 and r441/g¢+1, Uy increases
if @ is low enough. Proposition 3 immediately follows.

F Existence and uniqueness of a stochastic bubbly BGP
in the model Al

Using (57), we can show that B'(¥) > 0 and B”(¥) < 0 for § < TU=%)

~ - . (1—m)s”
Moreover, ¥/ (bs) > 0 and ¥”(be) < 0, which implies that B(¥(by)) is increas-

ing and strictly concave in by because B'(¥)¥'(by) > 0 and B” (W)W’ (bg)? +

B/(0)0” (by) < 0.
Therefore, there is a unique positive solution by > 0 to equation (57) if

B(¥(0)) > 0. This is ensured by ¢ < w% and 6 < 3(11::;;5) (13:1)%

G Comparison of the stochastic bubbly growth rates in
the YS and AI models

When 6 = 0, the growth rates g; and gy are equal. Indeed, using (56) and (57),

we have by = by and, using (22) and (46), the expressions of the growth rates
are identical in the YS and AI models.
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From (22) and (56), we obtain:

_ 0s(1 —s)A(B+7) YA [ ¢
g1 = + (1—s5)+0s
ag(l—s)+0s(1+)(a+B+7) B+ L1+
(1-3)4 r(B+1)-as
T o atf+y ] ( e arpry 04 )
¢ _ at7(B+7) Os(A—m)(1+¢) _ B+~
Bty apg-s)+0slat 47 | \ 552 + sa-atostiro ar ity

Differentiating this equation, we deduce:

(B4+7) 42— (a+ﬁ+v) (ﬂ(ﬁ+’v)—a¢>)
ag B+ ag

dgl _ A a+7’l’(ﬂ+7)
a0 T oy (letmBnlt (B —ad) (Y57 S )
=0 B+ EEEIEEEIIL
a ¥
We focus now on go. We note that from (44), we obtain % o = 0.
02 =0
Then, using (57), we get:
A ’ . (I-9)A (1—-s)Ax
*loco 1+ ¢ a+ (B+y)m
d752 _ sA(a+8+9)
do o a+ (B+y)r
Therefore, using (46), we deduce that:
A (Bt | (atBy) (i)
@ —sad Pt ad at+(B+y)m \ B+
de _ (1~ (td)a at+ (BT
0=0 at(B+y)m Tad
We compare now the two derivatives. The inequality % o % o is

satisfied if and only if:

[m(B+7) —ad] > [1(B+7) — ad] (oﬂrwfy(ngv))
A positive bubble at the two BGPs requires 7(8 + v) — a¢ > 0. Thus

dga
o |,_

ity, g1 > g2 for a sufficiently low 6 > 0.

holds. Since g1|g=0 = g2]s=0, we conclude that, by continu-
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Online Appendix

A Liquidity and collateral roles with infinitely-lived agents

In this Appendix, we develop a simple and stylized model with infinitely-lived
agents to illustrate that the type of heterogeneity between agents we consider
is not crucial to obtain our results on the comparison between the liquidity
and collateral roles of bubbles. For this purpose, we show that, as in our basic
framework with three-period lived overlapping generations, the liquidity and
collateral roles are identical when the bubble is deterministic since both models
lead to the same equilibrium. We keep the same notations that in Section 2.

We consider two agents ¢ = 1,2. At each period, they consume c¢;;, may
invest in capital k;;y1, have deposits or loans d;;, may buy a bubbly asset b;;.
The returns of the last two assets are respectively R;;1 and 7441, while the
return of capital is g;41. An agent i maximizes the utility:

—+oo
Z»Bt In ¢ (A. 1)
t=0
with 5 € (0, 1), under the budget and borrowing constraints:
Cit +hipr1 +diy +biyy = €qiky + b1 + Redig 1 (A. 2)
—Ripdy < Oeiqeprkitr + Oprip1bi (A.3)
kirsr >0 (A. 4)
bit =0 (A.5)

with ¢, = {0,1}, 8 € [0,1) and 6, = {0,1}. Every two periods, each agent
is productive (¢, = 1) and every two periods, she is unproductive (¢; = 0).
Moreover, when one agent is productive, the other one is unproductive and
vice-versa. When 6, = 1, the bubble has a collateral role in the borrowing
constraint (A. 3), whereas it has no collateral role when 6, = 0. Note also that
labor is supplied by a third agent, which consumes her labor income at each
period.

Let Ait, pit, Vit and x;: be the Lagrangian multipliers associated to the con-
straints (A. 2), (A. 3), (A. 4) and (A. 5). Maximizing the generalized Lagrangian
with respect to ¢, kitv1, dir and by, we get:

1

— = i (A. 6)
Cit
Ait = Blitr1€iqer1 + picdeiqrir + vig (A7)
Ait = Plisp1Rep1 + pieRia (A.8)
Ait = Blitg1Te41 + pitTe+10 + Xi (A.9)
Let us define:
Qi = cip + Kigp1 + dig + by = €qiki + 1ebjy—1 + Rydiy—q (A. 10)
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Multiplying (A. 7) by kit4+1, (A. 8) by dyt, (A. 9) by b;; and making the sum,
we get:
it (Rit1 + dig + bie) = BAit11Qit41 (A. 11)

Adding A;¢c;y on the right and left sides of this equation, we obtain after
some computations:

+oo s N A N
Qi = Z Cit+hﬂh% + hgrf Qg B R (A.12)
h=0 v o

it
Ait
Using the transversality condition and (A. 6), we deduce that:

Cit = (1 — ﬁ)Qlt and kit-i—l + diy + by = B (A 13)

A.1 Behavior of an unproductive agent

Let us consider an agent who expects that ¢; = 0 at the next period. To fix
ideas, we call it agent of type ¢« = 1. Of course, we have ki;41 = 0.

We start by considering that pi; > 0 and the borrowing constraint (A. 3)
is binding. If by;; = 0, this constraint implies that d;; = 0 which cannot be
an equilibrium because of (A. 13). If by;; > 0 and 6, = 0, the constraint (A.
3) implies di; = 0. This cannot be an equilibrium because no one can have
deposits or loans in the economy. If by, > 0 and 6, = 1, we have ry41 = Ryy1.
The constraint (A. 3) implies that dy; + b1 = 0, which cannot be an equilibrium
because of (A. 13). This means that cases with p3; > 0 and a binding borrowing
constraint (A. 3) are not relevant.

When p1; = 0 and the borrowing constraint (A. 3) is not binding, the two
assets di; and by are perfect substitutes which implies that r;41 = Riy1. An
open question is whether the bubbly asset is bought or not by agent 1. In any
case, the behavior of agent 1 is summarized by:

dy + b1y = Qs (A. 14)

A.2 Behavior of a productive agent

Let us consider now an agent of type ¢ = 2 who expects ¢; = 1 at the next period.
She will supply capital, ko;11 > 0. To have an investment multiplier as in the
models developed in Section 2, we focus on configurations where the borrowing
constraint (A. 3) is binding, i.e. p;; > 0, which implies that gry1 > Ret1.

When 6, = 0, xo; > 0 and bo; = 0 because ry11 cannot exceed Ry1q (other-
wise the credit market collapses).

When 60, = 1, bgy and dy; become perfect substitutes and r4,1 = R;y1. This
means that by, > 0.

In any case, whatever the value of 6, substituting the binding borrowing
constraint (A. 3) in (A. 13), we get:

0
kors (1 - };1”1) — By, (A. 15)
t+1
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A.3 Equilibrium when 6, =0

We recall that an agent alternates between types 1 and 2 at the successive
periods. In addition, when 6, = 0, only the agent which is of type 1 buys the
bubble, meaning that:

bit+1 = Riy1buy (A. 16)

Using (A. 10), (A. 14) and (A. 15), we get:

dit +biy = By = B(qikar + Redor—1) (A.17)
By B(Ribii—1 + Redie—1)
ka1 = T - e (A.18)
Rita Riya

Using the equilibrium on the capital market k; = ko, the equilibrium on the
credit market di; = —dot = Oqir1ki+1/Rey1 and (A. 16), equations (A. 17) and
(A. 18) rewrite:

bie +0qiy1ker1/Rey1 = Baiki(1—0) (A. 19)
b1t + O0q:k
kiyn = Blbus + baik:) thi]rtl J (A. 20)
T Reqr

Given (q¢)1>0, equations (A. 16), (A. 19) and (A. 20) define an equilibrium
of this economy. In this equilibrium, the bubble has no collateral role, but has
a liquidity role because an agent of type 1 buys it to sell it when it becomes of
type 2, to invest in capital.

A.4 Equilibrium when 6, =1

In this case, an agent buys the bubble for its collateral role when she is of type
2, i.e. by > 0. Therefore, we assume that when she is of type 1, she does not
buy the bubble, i.e. by; = 0. This means that:

bot+1 = Rit1b2 (A.21)

Then, using (A. 10), (A. 14) and (A. 15), we get:

dir = S = Blaikar + Redar—1 + Ribar—1) (A. 22)
B0 BRydyi—1

kotr1 = T ear = 1 (A. 23)
Riy1 Riy1

Using the equilibrium on the capital market k; = ko4, the equilibrium on the
credit market dy; = —doy = 0qi11ke11/Rer1 + b2 and (A. 21), equations (A. 22)
and (A. 23) rewrite:

bot + 0qir1kir1/Riyr = Baki(1—0) (A.24)
by + Oqik
(G ) — J (A. 25)
" Ryq1
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Given (qi)1>0, equations (A. 21), (A. 24) and (A. 25) define an equilibrium
of this economy, where the bubble has a collateral role, but has no liquidity role.
Indeed, an agent of type 1 sells the bubble whereas an agent of type 2 buys it
to relax the credit constraint and invest in capital.

A.5 Comparison of the liquidity and collateral roles

As we have seen, the bubble has a liquidity role when 8, = 0 and has a collateral
role when 6, = 1. Now, we can compare the equilibrium equations of the
first model, i.e. equations (A. 16), (A. 19) and (A. 20), with those of the
second model, i.e. equations (A. 21), (A. 24) and (A. 25). If we set by =
bor, we immediately see that the equilibrium conditions are equivalent in the
two models, meaning that, as in the overlapping generations model with three-
period lived households, the liquidity and collateral roles of the bubble are
equivalent when the bubble is deterministic. It illustrates that our results on
the comparison between these two roles of the bubble are not specific to the
type of heterogeneity we consider in the main text.
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