Limited Liability, Asset Price Bubbles and
the Credit Cycle: The Role of Monetary Policy”*

Jakub Mateju

CERGE-EI and Czech National Bank'

Abstract

This paper suggests that non-fundamental component in asset prices is one of
the drivers of the financial and credit cycle. The presented model builds on the
financial accelerator literature by including a stock market where limitedly-liable
investors trade stocks of productive firms with stochastic productivities. Investors
borrow funds from the banking sector and can go bankrupt. Their limited liability
induces a moral hazard problem which shifts demand for risk and drives prices of
risky assets above their fundamental value. Embedding the contracting problem in a
New Keynesian general equilibrium framework, the model shows that loose monetary
policy induces loose credit conditions and leads to a rise in both fundamental and
non-fundamental components of stock prices. Positive shock to non-fundamental
component triggers a financial cycle: collateral values rise, lending and default rates
decrease. These effects reverse after several quarters, inducing a credit crunch. The
credit boom lasts only while stock market growth maintains sufficient momentum.
However, monetary policy does not reduce the volatility of inflation and output gap

by reacting to asset prices.
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Abstrakt

Tato prace navrhuje, Zze nefundamentdlni komponenty v cendch aktiv mohou
byt jednim ze spoustécich faktoru fina¢niho a uvérového cyklu. Predkladany model
stavi na literatuie fina¢niho akceleratoru, k némuz ptidava akciovy trh, kde omezené
rucici investori obchoduji s akciemi produktivnich firem s nejistou navratnosti. In-
vestofi si na financovdni téchto obchodu pujéuji od bankovniho sektoru a mohou
zbankorotovat. Jejich omezené ruceni vede ke vzniku mordlniho hazardu, ktery
zvySuje poptavku po riziku a tlaci cenu rizikovych aktiv nad jejich fundamentélni
hodnotu. Tento mechanismus je déle implementovan do nové-keynesianského mod-
elu vSeobecné rovnovahy, kde ukazuje, ze expanzivni ménova politika vede k uvolnéni
uvérovych podminek a k nédrustu jak fundamentdlni, tak nefundamentalni kompo-
nenty cen akcii. Pozitivni Sok do nefundamentalni komponenty spousti finanéni
cyklus: hodnota uvérové zastavy roste, irokové sazby klesaji a mira nesplacenych
uvéru se snizuje. Tyto efekty v8ak po nékolika kvartdlech vyprchévaji a obraci se -
vzestupnd faze tvérového cyklu trva jen dokud akciovy trh roste dostateénym tem-
pem. Nepotvrzuje se vSak, ze by ménova politika méla reagovat na ceny aktiv -

takova politika nevede ke snizeni vykyvi inflace a mezery vystupu.



