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Liquidity and default in an exchange economy

Juan Francisco Martinez S.∗ Dimitrios P. Tsomocos†
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Abstract

This paper analyzes various channels of shock transmission in an economy subject to finan-
cial frictions, by incorporating liquidity and default effects on asset prices. We develop a
framework in which we can assess financial stability policy by introducing a simplified model
of exchange and financial intermediation that captures the effects of shocks on financial and
real sectors of the economy. The model allows us to explain essential mechanisms and in-
teractions of financial and real economic variables in a comprehensive, yet intuitive fashion.
Our results suggest that liquidity and default in the credit markets should be analyzed con-
temporaneously when financial, monetary and productivity shocks affect financial stability
as well as the real economy.
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