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Abstract

This paper explores asset pricing in economies where there is no direct insurance against idiosyncratic
risks but other assets can be used for self-insurance, subject to exogenously-imposed borrowing limits.
We analyze an endowment economy, based on Huggett (1993) [11], both with and without aggregate risk.
Our main innovation is that we obtain full analytical tractability by studying the case with “maximally tight”
borrowing constraints. We illustrate by looking at riskless bonds, equity, and the term structure of interest
rates, and we show that the model can reproduce many features of observed asset prices when idiosyncratic
risks are quantitatively reasonable.
© 2011 Elsevier Inc. All rights reserved.
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1. Introduction

Are some of the striking features of asset prices—in particular, the high premium for risk
in asset markets and the low return on risk-free assets—a result of market incompleteness and,
in particular, of missing markets for consumers’ idiosyncratic risks? This possibility was raised
in the concluding remarks of the seminal paper by Mehra and Prescott [22], and it was subse-
quently investigated by many researchers, among them Mankiw [20], Heaton and Lucas [9,10],
Huggett [11], Telmer [27], Lucas [18], den Haan [7], Constantinides and Duffie [6], Krusell and
Smith [13], Marcet and Singleton [21], Storesletten, Telmer, and Yaron [25]. Some of these anal-
yses suggest that the effects of market incompleteness can be quantitatively important—e.g., the
work by Constantinides and Duffie and by Storesletten, Telmer, and Yaron—but the “average
view” in this literature is probably closer to concluding that no major aspects of asset prices are
overturned if market incompleteness is taken into account. In fact, a recent study by Krueger and
Lustig [12] demonstrates that in a range of interesting cases, risk premia will not be affected at
all by market incompleteness, even though the risk-free rate might be.

Though it had a different substantive question in focus, the early work of Bewley [3,4] con-
tains the key ingredients that have since become central elements used in studies of asset pricing
with incomplete markets. Bewley assumed that consumers face less than fully uninsurable shocks
but that there are a large number of consumers of each type across whom these shocks are inde-
pendent, so that these shocks have no direct aggregate consequences. Thus, each consumer can
be studied in a stationary environment. Literatures then developed around this setting, examining
not only asset pricing but also a range of other issues. A general challenge here has been that
multiperiod equilibrium models are hard to analyze, even with the aid of numerical methods,
especially when there is aggregate uncertainty. In the present paper, we show how some sim-
plifying assumptions allow us to study asset pricing with analytical precision. In particular, we
study the setting in Huggett [11], which lays out a canonical incomplete-markets asset-pricing
model. This setting can be viewed as an extension of the seminal work of Lucas [19] to the case
where insurance markets against idiosyncratic risks are missing.

A central element of Huggett’s setting is that consumers can borrow as a partial way of in-
suring. There is a borrowing constraint, and Huggett’s numerical results show how the tightness
of this constraint affects the degree of de-facto insurance and, thus, the risk-free rate. Our main
contribution is to study a special case of the Huggett economy both without and with aggregate
risk; Huggett studied the only former and, in addition, looked only at the risk-free rate. The spe-
cial case is that where the borrowing constraints are “maximally tight,” i.e., so tight that they
induce autarky. For this case, we obtain closed-form solutions for asset prices. The case is of par-
ticular interest, because the tighter is the borrowing constraint, the more “bite” will the market
incompleteness have in terms of producing asset prices that are different from those obtaining
in the standard representative-agent, Lucas-style model. One could thus view our present set-
ting as one that allows us to examine the potential of incomplete-markets settings for explaining
asset prices. We demonstrate how the different primitives of the model—the discount rate, the
preference curvature, and the endowment process—influence prices. In particular, we show that
the model allows a very rich set of asset-price predictions, including large equity premia, a low
risk-free rate, and a yield curve that is qualitatively different than in the standard model.

The Huggett economy is the simplest form of endowment economy. In Huggett’s [11] pa-
per, only a riskless asset is available to agents, who are thus using this asset for precautionary
saving against endowment shocks. There is no aggregate risk: the aggregate endowment is con-
stant over time. Huggett shows, using numerical analysis, that with high curvature in utility and
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